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                                                     DAY 5
                                                       BANKING ENQUIRY

________________________________________________________________________                              



MR JALI:  Welcome everybody, to the Cape Town sitting of the Banking enquiry.  We, I think we, sorry for this late start, we should have started at 09:00 but due to factors beyond our control we were slightly delayed.  Mr Frank, what is the programme for the day?

MR FRANK:  Thank you, Mr Chairman.  Today in the mother city, Mr Chairman and panel members, we have a mix of presentations from retailers, retailers organisations, consumer representatives and third major bank, Standard Bank.  The programme will commence with Pick 'n Pay making a presentation and making a presentation for them will be Mr Dennis Cope, who is the Group Financial Director.  Second presentation will be from the South African Retailers Payment Issues Forum or SARPIF, who according to a snippet from their presentation are a group of retailers and retail service organisations, who seek to address issues of common interest with respect to the banking industry.  They will be represented by Mr Ronnie Herzfeld, who is the chairman of SARPIF, Mr Chairman. 

Followed by that will be another retailer, Shoprite/Checkers, representing them will be Mr Ed Neilson, the Manager, Banking Systems.  Thereafter there will be consumer representatives and in that there will be, first consumer representative organisation will be the Savings and Credit Cooperative League or SACCOL and they will be represented by Mr Victor Botha, Manager SIBANYE-SACCO.  Thereafter we will have the Black Sash and they will be represented by the National Director Marcella Naidoo.  And thereafter, the last of the consumer representatives,  will be Cosatu Western Cape, Mr Mike Louw, Education Organiser Western Cape will be making that presentation.  

And lastly, Mr Chairman and panel members, will be the third of the major banks, Standard Bank will be making their presentation.  That is the programme for today, Mr Chairman.

MR JALI: Good day, Mr Cope and welcome to the banking enquiry.  You may proceed then, you have the floor.

MR COPE:  Is it working now?  It sounds very different.  We will certainly make up a lot of the time, because we do not have a lot to say.  Pick 'n Pay is absolutely committed to, particularly in terms of the previously unbanked, to encouraging formalisation and we believe that this is best achieved through convenience and volume, which is in alignment with the way we usually do business in our industry.  To this extent we are committed to alternative methods of tender from cash and particularly plastic and in fact were at the forefront of accepting of credit cards, initially in the 1970's.  We have submitted a nine-pager, which covers myriad points and I am certainly not going to repeat them or go through them this morning, but will just highlight three or four issues.

And those are firstly the interchange charge, secondly the issue of sorting at source or multi-acquiring, I think it is sometimes known as and thirdly the advelorum charge on the interchange, particularly as it applies to debit cards.  On the first issue of interchange, it is an advelorum charge that is paid by the acquirer to the issuing bank, that is the bank that issues the cards.  The make-up of that interchange, in our view, cannot possibly be standard on a one-size fits all basis across banks.  Because banks will have different levels of efficiencies, different cost structures and yet there is one interchange fee which is the basis of the cost that will be un-charged to merchants.  This point is fairly well detailed in our submission.

The flowing of that interchange fee flows from the acquirer to the issuer and the actual charge itself is not, or the make-up of the charge, we feel, is not born by the parties to whom it may apply.  As an example of this there are, on a credit card interchange there are three main components, one of them is the actual funding cost of the interest free period, another one is processing costs and then the third could be fraud and other issues.  Now those costs are, whilst not completely transparent or not transparent at all in some cases, passed on to the merchant and the acquirer through whom the merchant is obliged to operate will make a small margin on top of that.  So in the end that full charge rests with the retailer, with the merchant.  Now that is not fairly spread in our view.

The second issue on sorting at source or multi-acquiring, whilst I will accept that the credit card model, globally the way it has developed, works on the basis as previously outlined with the merchant contracting with a single acquirer and that acquirer in turn switching through Bankserv or such switch, the transaction to the actual bank that issued the credit card.  That system has been in operation since inception and is less transparent than we would like it to be and adds costs.  But in the context of debit cards, which was a later development than credit cards, in our organisation we did set up our own switch, right in the beginning and for many years had direct relationships with the issuers of the debit cards, which worked very well indeed.  So we had developed a switch at substantial cost to ourselves, which enabled every singe checkout within the group to behave as an ATM, which they still do today.

But we were able to have a direct relationship with the issuer of the card.  So if the bank issued a debit card to its customer, we would have an arrangement with the bank and similarly with any of the other issuers of debit cards.  And by so doing there was no interchange payable at all and costs could be kept to a minimum.  And we believe correctly so, in that instance, where we had developed the switch and incurred infrastructural costs, that enabled us to switch the transaction from point of sale directly to the bank that issued the card, we felt the fee should flow from the banks to ourselves, which in fact it did for many, many years.  The rational for that being that the banks already had their infrastructure, their accounting and back office operations in place.  And in order for a bank to receive the transactions from ourselves required very little marginal cost on their side.

That situation endured for many years until a few years ago it became a requirement that so-called sorting at source was no longer allowed and retailers or merchants are now required to switch their transactions or send their transactions through to an acquirer, as works with credit cards and pay an acquiring fee to the bank.  We see no reason for this to have happened, because the previous system worked, in our view, incredibly well and kept cost out of the system and enabled direct negotiation between the merchant and the bank, whereas the situation that we are now in is that we have to negotiate with an acquirer, whose cost is an agreed interchange rate between all the banks.

The last point I just want to mention is the ad velorum charge, particularly on debit cards.  As I outlined in the previous point, where there was a direct relationship with the bank and the fees to flow from the bank to the merchant, which we believe is where it should be, in terms of the current arrangement there is an ad velorum charge on debit card transactions, which from our point of view makes little sense.  Because the transaction itself is switched to the bank and the amounts are only debited or paid out in an online situation.  Hence there is no financing cost; there should be very little fraud, because the transaction is online.  So we see no reason for the interchange cost and for that matter, as said previously, for the fact that there is even an acquiring situation, instead of a direct arrangement.

So the ad velorum costs on debit cards, we believe, is unjustified because it should not be based on the value of the transaction, on the basis that the transaction is vetted, first and that the risk should not be related to the value, from the issuers point of view.  There are various other points in the submission, which the enquiry is welcome to follow up with us at any time, we are available 24 hours a day on any issues.  But those are the main ones that I wish to highlight here this morning.  That is the verbal submission for this morning, yes.  As I say, I was relying to a large extent on the detail and quite a few issues in the written submission.

(Recording machine was switched off)

MR COPE:  Oh sorry, no, all I said was that that is all I have to say for the verbal submissions this morning, but we are available 24 hours a day in terms of helping the enquiry or answering any questions which may flow from the actual written submission.  

MR JALI:  I am just going to see whether the panel members have got any questions for you.

MR BODIBE:  Good morning.  First question I would like to pose is, how do you recover the cost of your merchant fee?  If you could just respond to that first?

MR COPE:  The merchant's fee is part of our overall cost structure, so effectively it is recovered through our normal trading.

MR BODIBE:  Do I understand, do you understand that it will be passed on to consumers then or does Pick 'n Pay bear the costs of the merchant fee?

MR COPE:  It is part of our normal cost structure, so to the extent that we have payroll operational, occupancy and administrative costs, it is part of that cost.  The fact that we do at the end of each year make a profit, there is an implication that it is recovered in prices, yes.

MR BODIBE:  So in the hypothetical situation where the merchant fee were to disappear, do you think that will result in saving for consumers?

MR COPE:  I can answer that with an unequivocal yes, it would.  The situation currently, we do about 33 million transactions on credit card and a little bit shy of 30 million transactions on debit card and in total that is some, let me just check it here in total, that is some over R20 billion worth of transactions.  The fees that we pay to the banks is on those numbers, are over R300 million a year.  In the context of us showing an after tax profit of less than R1 billion, it does put into context what a massive cost these interchange or these merchant fees are and there is no question that if we had a saving on that it would be passed on.  

MR PETERSEN:  Thank you, Mr Cope.  Just to begin on the last point, would I be correct in thinking that charges made by acquiring banks to merchants, in respect of the merchant's fee, are highly variable and would depend very much for example on the size of the merchant concerned and the volume of transactions which the acquiring bank could expect to receive from that merchant?

MR COPE:  If one were to look at acquiring in separate from issuing, my first point on the interchange is very, very pertinent.  The interchange rate and I may have this wrong, but I think the interchange rate on credit cards is 1.75% of the transaction, which is paid by the acquiring bank to whichever bank issued the card.  So before the acquirer even starts he has a 1.75% cost.  In turn, if the acquirer wants to make a margin he will add something and I accept that that is a very tiny margin, because there are huge volumes.  S he will add a tiny margin to that and that is the charge that the merchant will pay.  So I accept that the margins for acquirers is very small.  

It is the interchange, which was our first point, which is the issue and that interchange is one rate that is applied to all the banks and therefore the differentiation is not there between banks, because they all pay the 1.75% and they all will make on acquiring a small margin.  However, they themselves are also issuers of cards and depending on that mix they will have different experiences from their side, but we do not see that.  I also, as I mentioned right in the beginning of the interchange, if there is one rate that is paid between all banks, it cannot be competitive in any way because you cannot have a one-size-fits-all situation.  Some banks are going to be more efficient, they are going to be better at how they do their operations, they will have lower costs and why should that bank not be able to offer its service directly to the merchant at a cheaper price, because it is more efficient?

Now the interchange avoids that whole point, that question of yours is very pertinent.

MR PETERSEN:  If I am following you correctly, we actually have to unpack the concept of a merchant's fee or a merchant's service charge, as it is sometimes called, because it is made up of at least two components.  Is that correct so far?  You speak so that the tape …

MR COPE:  Yes, that is correct, it is made up of the interchange that …

                                (Recording machine was switched off)

MR PETERSEN:  You say the interchange is a uniform charge which is being negotiated by the participants at the banks, in particular in the particular scheme, within which they operate, is that right?

MR COPE:  That is correct.

MR PETERSEN:  Light keeps going off.  Now the acquiring bank's margin, as you refer to it, which is the second component of the merchant's fee or merchant's service charge, that can be highly variable?

MR COPE:  It can be, but in our experience it is very, it is a very small margin.

MR JALI:  Excuse me, ladies and gentlemen, the owner of an NB506838, which is a grey Toyota, that is the alarm which has just gone off, okay?  Okay, we carry on, Mr Cope.

MR PETERSEN:  Before coming back to interchange, would I be right in thinking that in the case of a very large merchant, retailers, it would not be unknown to actually receive a payment from the acquiring bank, instead of having to make a payment, so that the acquiring bank's margin in that part of the fee would be negative?

MR COPE:  I am not aware of any situation like that, we do know what the merchant's fee is and I accept that if one looks at acquiring separate from the issuing division of the bank, that they make very small margins.  The result of that of course is that it is very difficult for there to be any differentiation between the banks.  What does happen in the case of debit cards, not credit cards, is that if the bank has a huge, is a huge issuer of debit cards, they of course will then be receiving the interchange from the bank where the card was actually, whose card was actually used by that bank's customer.  And in that instance they are able to rebate the fee and it is correct that that fee should be rebated, based on a negotiation and on volumes.

As on the side, I felt so strongly about there not being an ad velorum on debit card transactions, that I was, I am record at saying to a bank that it will only happen over my dead body.  When I was faced with the problem and I had no support I had renege on that unfortunately and learned a lesson.

MR PETERSEN:  Now, multiple acquiring or sorting at source, if I am understanding it correctly, would place merchants and in particular the larger merchants, in a position to bypass a single acquiring bank as the route to the processing of the transactions brought by the various customers of the various banks, to that merchant.

MR COPE:  That is absolutely correct.

MR PETERSEN:  And in that way you would envisage, either eliminating or substantially reducing the number of transactions in respect of which interchange has to be paid.

MR COPE:  That is correct.

MR PETERSEN:  As far as you are aware, is interchange payable only on those transactions which are described as offus, in other words, brought by a cardholder with a card issued by another bank and so the routing from the merchant is through the acquiring bank to another bank or is interchange also levied, something called interchange, also levied where the issuing bank and the acquiring bank are one and the same and where the transaction is accordingly onus.  Can you tell me what the practice is at the present time in that regard?

MR COPE:  I can confirm that from the merchant's point of view there is no differentiation in the charge in the merchant's fee that is levied to the merchant or paid by the merchant to the acquiring bank.  So that fee, in the case of credit cards, is fixed, regardless as to whether or not it would be an onus transaction.  And as I mentioned earlier, in the case of debit cards, because we were so opposed to the whole idea of single acquiring and of interchange and of ad velorum, we were able to negotiate with the banks a rebate on the basis that the bank is also an issuer of cards and that therefore that fee does not really flow out of the entity.  I hope that answers it, but in terms of credit cards, which is the bulk of it, there is absolutely no differentiation. 

So whether or not that was an onus transaction at the bank, we pay the same merchant's fee.

MR PETERSEN:  What I am trying to understand in this part of the analysis is how multiple acquiring, sorting its source, if you are able to have it or return to it, would eliminate interchange, if interchange is routinely charged, irrespective of whether a transaction is onus of offus?

MR COPE:  I am not sure that I understood the question, but I will try and answer it, using the debit cards as a real life example.  When debit cards started and we switched them ourselves directly to the bank, there was no interchange paid at all and there was a small fee that flowed from the bank to the retailer, to cover the retailer's infrastructural development and operating costs.  That was all and it was a tiny fee.  Now, with single acquiring, for the identical transaction we pay a substantial ad velorum merchant's fee to our acquiring bank.  That acquiring bank in turn is using or one of its costs will be the interchange which it is paying on all those transactions which are not their own.

MR COPE:  … the whole of the interchange fee, less the direct costs that that particular bank was incurring.  

MR PETERSEN:  Yes, my only difficulty in following this is this:  As I understand it multiple acquiring means that, let us imagine there are only four banks involved and the merchant, in this case Pick 'n Pay, would have an account with each of those banks as an acquirer, for purposes of the transactions brought by cardholders, whose cards were also issued by the same bank.  So with Bank A, you would sort and all Bank A's cardholders, their transactions will be channelled to Bank A as your acquiring bank in respect of those transactions.  And similarly with Bank B, Bank C and Bank D, have I got it correctly so far?

MR COPE:  Yes, that is correct so far.

MR PETERSEN:  Now, in other words, all those transactions would have been converted to onus transactions, where previously they might have been offus?

MR COPE:  That is correct.

MR PETERSEN:  But at present, with the single acquiring system, if I understood your answer correctly, that part of the totality of the transactions which are onus, nevertheless attract an interchange charge.  Have I understood that correctly?

MR COPE:  In the case of credit cards, yes.

MR PETERSEN:  So there would not be an automatic elimination of that, if one went to multiple acquiring, to making all the transactions onus to their various banks?

MR COPE:  Right, now the interchange is a one-size-fits-all rate and I am saying it could make a big difference.  Because each bank would then have to compete with the other banks and those that are more efficient and diligent and are able to keep their costs down and were interested in committing to building volume and having the previously unbanked banked and all of those points, could reduce the fee, thus be more competitive and get more business that way.  It would allow us to say fine, we are happy to promote with that bank.

MR PETERSEN:  Moving on then from that, Mr Cope, can we just consider for a minute, where multiple acquiring, sorting its source, would leave the small merchant, whose volume of transactions might not justify having a multiplicity of acquirers, have you considered what the likely effect of the change that you are proposing would be upon small merchants?

MR COPE:  I think there will always be a situation where you will need a single acquirer for certain transactions.  If a card is issued by a bank offshore on a different continent and there will be cards issued by hundreds of thousands of banks globally, clearly in that situation you would need to have an arrangement of single acquiring in those situations.  So it will always be there.  Similarly in the case of a small merchant, they may be obliged to use a single acquirer, if they are not in a position to develop their own switching situation or negotiate bilateral arrangements with the major domestic banks.

MR PETERSEN:  Would I be right then in thinking that even if a development in the direction of multiple acquiring and sorting at source were permitted, that would still leave us with the need to look into the justification for interchange itself?  Because the smaller merchants, at the very least, left with single acquiring, would be faced with that charge, in either all or most of their transactions.

MR COPE:  But at first glance I think that is correct, there could be, coming out of suggestions that we have heard, various other service providers within the system, other than banks, who may be able to offer that service on a very cost effective basis and competitive basis for smaller merchants.

MR PETERSEN:  Thank you.  And then finally, as you understand it, is sorting at source or multiple acquiring prohibited as we sit here?

MR COPE:  In terms of representations made to us by our acquirers, yes.

MR JALI:  Mr Cope, just on that one, you say in terms of representations made to you by the acquirers they prohibited sorting at source, is it through any other provision or only in terms of the representations they made to you?  What I am trying to find out, is there any legislation or rules or anything or it was merely the representation from the acquirers about it?

MR COPE:  We were lead to believe that it is a Reserve Bank requirement, that sorting at source is not permitted.  I have heard a few reasons advanced as to why that is, one of them, that I think had some validity, was the systemic risk in the system.  In my view that could easily be accommodated in a non-single acquiring arrangement.

MS NYASULU:  Mr Cope, I have actually understood your verbal presentation to actually revolve around three issues.  One has to do with what you see as the unfairness in the allocation of costs, the other issue is around what you perceive to be responsibilities that merchants are actually expected to carry, which have nothing to do with the actual transaction between a consumer and a merchant, such as the air miles issue.  And the third one has to do with things, the inability to perform certain, if you like, operations, which you believe retailers are quite capable of performing.  Have I understood you correctly?  If I could then just restrict my questions to those issues.

In the allocation of costs for instance, you say that the, you believe that the interchange fee moves in the wrong direction and what you have said that the acquirer and the retailer incur the cost for each transaction but that it is their issuing bank that gets the fee.  And then you go on to say that the acquiring bank is then able to recover the fees from the merchant and that no attempt is made to isolate those costs, which should be allocated to other participants in the transaction floor.  Could you clarify for us what those costs would be?

MR COPE:  I do not know the bank's business well enough, but I will have a stab at it.  The credit card is a good example, has three main components, one of them is the interest free period, which is advanced to users, cardholders, the other is the fraud aspect, which is a cost to the bank and then the third is the bank's processing costs.  I think those are the three major inputs.  Now, under the processing costs, presumably would be things like administration and if there are loyalty points or some loyalty programme attached to those costs, they are effectively being passed on to the merchant, who one way or another, in the end it is going to be built into what the consumer ultimately pays.  But using royalty miles as an example, the benefit of that has only gone to the holder of that card.

So those costs are effectively being passed on to consumers who are not receiving the benefit therefore or for that matter any inefficiency that may be in the bank system.

MS NYASULU:  If I could just ask, because some of the questions you have pre-empted, but just coming to the one about the payment guarantee.  The point you are raising, basically, is that the bank has had the responsibility for checking the credit worthiness of the cardholder and therefore that if that cardholder is not good for the payment of the transaction it should not be your responsibility.  Are you then suggesting that the retailer carries the cost, if for whatever reason the card that was used in purchasing goods from a merchant is not honoured?

MR COPE:  There are situations, some of them quite onerous, that merchants are expected to comply with, whereby the bank will, it is called a charge-back, charge back to the merchant the transaction.  We believe it is unfair because the system itself is inherently flawed.  The current credit card system, which is signature based, let us face it, is not very secure.  And in those instances where there is fraud, most of the time, I will accept, we do have a payment guarantee, but there are instances where the banks will say, gee, this signature is not the same as was on the card, we are recovering that cost from you.  Of course, from our point of view the signatures will match, because that is how the frauds have been perpetrated.  So we are saying that the banks are in a position to avoid that fraud, not ourselves.

MS NYASULU:  Then if I could just ask the final question, which has to do with the point that you made when Mr Jali asked the question about the, what was relayed to you as a requirement of the SAAB.  In your submission you talk about the fact that the SAAB said that clearing is a preserve of banks but that they do not see sorting at source as clearing.  In knowing that and understanding that, why was it possible for you to then accept an accession by the banks that sorting at source would not be allowed, if you knew that the SAAB did not consider it to be clearing?  Should I repeat my question?

MR COPE:  I would appreciate it if you do, yes.

MS NYASULU:  Let me try again and I am going to try it differently.  You said in your submission that the bank said to you that it was the Reserve Bank or the SAAB that felt that clearing or sorting at source or multi-acquiring was not allowed.  In your presentation you say that you are aware that the Reserve Bank had ruled that clearing was the preserve of the banks but that sorting at source they did not perceive to be clearing.  And if that is the case, why was it that the retailers were able to accept an accession by the banks that sorting at source would not be allowed because SAAB said it should not be allowed?

MR COPE:  The situation revolves around how do you prevail on a system when the system is changing and it is presented to you on that basis.  So along came our acquirers and said, these are the rules, this is how the game has to be played.  You then have a choice, your choice is either to say fine, we are not going to avail ourselves of the services under the new rules, which is something to consider, but let us face it, one is then not playing the game fairly for what is our biggest stakeholder, namely the consumer, because the result of that would have been to not have those cards accepted in our stores.  That is just not something one can contemplate.  So we were obliged to play the game according to those rules.  This is an opportunity here to challenge it.  I do know that through the Retailers Payment Issues Forum we have made these representations to SANPAY and that will come out in the subsequent presentation.

MR JALI:  Mr Cope, at our hearings last week, First National Bank brought to our attention the fact that they have got a number of mini ATMs, which they found to be very useful to the consumers and that accession was also confirmed by one of the funding agencies which came before us afterwards, to say these were means to help with the various issues relating to the consumers.  Now what I would like to find out, what will be your views with regard to that and whether Pick 'n Pay has had any experience with those mini ATMs from First National Bank?  If not, why not?

MR COPE:  If I may just ask, Mr Chairman, did you say mini ATM's?  Mini ATMs, okay.

MR JALI:  Yes, they made reference to mini ATMs, I am not sure whether you are aware of them.

MR COPE:  In the context of the Pick 'n Pay branded stores, we have a system already in place, which automatically, effectively each checkout within any Pick 'n Pay branded store, wherever it is situated, is an ATM.  You can withdraw cash at any one of our 5 000-odd checkouts.  In those areas of our business, where they are not yet on our network, on our EFT arrangement, we have used the mini ATMs in quite a few stores, particularly in the Score and Boxer brands.  I am not sure if that answers your question.

MR JALI:  Well, it does, I will just, basically the issue is, I know you have got an almost similar system, which is, is it Easypay or Go-banking, which one is yours?  Go-banking?

MR COPE:  No, we developed Easypay, but it is no longer part of our group at all, but we do use their services.  Go banking is an association that we have with Nedbank, but it is not part of EFT.  In other words, what we have been discussing up to now is the transactions that are used with all bank's cards, from wherever they may be issued.

MR JALI:  The next question I want to talk to you about is the National Payment System.  Will it be your submission that the retailers would like to have access to the National Payment System?  And if so, if you could just expand on that more.

MR COPE:  The payment system and I am no expert on it, has been the preserve of the big banks through or with cooperation of the National Payment System, which is largely a Reserve Bank control.  And I absolutely accept that to avoid abuses and systemic risk, that there needs to be some control.  But I similarly believe that access to the National Payment System really should be opened up and be a lot more competitive, allow other system providers, because I think that will make a difference and take cost out of the system.  But I accept there needs to be some form of control on that.

MR JALI:  Thank you.  Mr Frank, who is our next, do we have the next presenter ready or …?  Right then, Mr Herzfeld, you are here on behalf of the South African Retailers Payment Issues as …

MR HERZFELD:  Mr Chairman, good morning and members of the panel.  I have prepared a presentation which closely follows our submission and I do not intend to dwell too long on any points, but rather to skim through the slides and just as a matter of clarification.  SARPIF or the South African Retailers Payment Issues Forum is a group of merchants and retail service organisations who cooperate on common issues.  And we were constituted in terms of the NPS Act in 1998.  We were required to form an organisation and all of us are competitors, we required to form this organisation in order to gain representation on SANPAY.  We are of the view that this is the only forum that the consumer and/or the merchant has to gain access to the National Payment System or has a voice in the National Payment System.

My second point relates to access to the National Payment System and Mr Cope spoke to it in his final point in that most of the major retailers and many of small retailers now have EFT systems, pin-based EFT systems at their checkouts and those checkouts are entirely capable of performing ATM type services.  So we hold that retailers should be encouraged to offer these services, especially cash-back to the consumer.  And this would extend the reach of the payment system instantly.  Going to credit cards, we understand that the card association rules include the requirement that merchants honour all cards for a brand to which they have an agreement.

We understand that, not in South Africa, but in certain countries, that a particular branded card could carry different merchant rates, for example, if it was a corporate card it may carry a higher rate than a consumer card.  In some countries there is no distinction made but the higher fee is blended.  So a single fee is levied but it takes account of a higher fee on certain corporate cards.  Merchants are required in terms of the agreement they have with their acquirer not to discriminate against any cardholder.  So we are not able to surcharge a cardholder so that he pays the merchant fee and we are not able to discount customers who pay with other forms of tender.  The merchant interchange has been mentioned, comprises the three elements.  

In terms of processing costs we hold the view that this should be a fixed fee and not dependent on the value of the transaction, since it is a recovery of costs incurred or to be incurred.  The interest free funding period is, presupposes that every cardholder pays his credit card account on time and it is our understanding that the majority of cardholders do not do so and therefore there is no interest free period for them.  So far as the payment guarantee and the fraud element of the ad velorum fee, we believe that there is no unconditional payment guarantee to a merchant.  The merchant agreement, drawn up by the acquiring bank, usually stipulates that the cardholder has the right to dispute any transaction for a period of say 180 days and we wholeheartedly agree with that sentiment.  But that the acquiring bank then has the right to charge back directly to the merchant's bank account and that the merchant must and I quote, "will take up the resolution of disputes directly with the cardholder."

So why is the merchant paying a payment guarantee fee?  In terms of fraud, perpetrated by the cardholder, I am not referring here to any other fraud, but any fraud that may be perpetrated by the cardholder surely is a matter between him and his issuing bank, who previously established his bona fides and issued him with the card.  And this should not be an acquirer or merchant cost.  The merchant should not be paying for this, because there is no way that the merchant can validate or audit the bank scoring system, which they use when they issue cards.  So fraud perpetrated by a legitimate cardholder certainly should not be for the merchant's cost.  Other elements of fraud, depending on how they arise, would be a different argument.  But I am arguing that fraud element maybe should not be as high as it is.  

In terms of who should pay, if we say that there is a reduction in the ad velorum interchange on plastic in general.  The question then is, would this lead to increased charges for the cardholder?  Possibly that is true, but at least the cost will not be spread over all the shoppers, but targeted at the person who enjoys the benefit and that is the non-discrimination rule and I have included a poster where they, against their agreement, started levying plastic paying customers with surcharge.  In terms of credit cards and I believe debit cards, we understand that the banks commissioned a report, which was completed I believe in 2003, now no retailer has ever seen this report, we have heard about it, it is often used as a justification for the ad velorum fee, certainly the processing cost part of the fee.

It is of interest to note that interchange on credit card was reduced by approximately 0.25 of a percent, after this report was apparently completed.  Perhaps that is an indication that the fee had previously been too high.  Despite requests retailers were excluded from the consultative process in creating this report.  Now we have been told by banks that the acceptance of plastic increases our turnover.  We do not believe that is a valid argument, because today most, if not all, merchants will accept credit cards, certainly and offer debit cards.  But a refusal to accept plastic may lead to a loss of turnover.  Today credit and debit cards are a very necessary and convenient form of tender and they are an accepted part of normal retail trade.

Now, Mr Cope spoke about why ad velorum on debit cards, so I do not propose to dwell on this point, I will just move on.  Signature too, we as retailers are of the firm belief that pin should replace signature on all cards and that would immediately increase the security of the process, the security of the transaction mechanism.  And we have proposed this over the years to the banks and are …

MR HERZFELD:  … now to hybrid cards or combi cards.  In our experience this is a debit card, which we understand mean a funded card, a pin-based card, which is masquerading or acting like a credit card.  In other words, the merchant will pay credit card ad velorum fees.  We include here various cheque cards, we include cards with debit card printed on the face, but whose bin identifies them as a credit card and therefore the merchant pays credit card rates.  A number of gift cards are now appearing on the market with Maestro or Electron branding.  A number of these cards are listen on the ABCI bin tables as Visa Electron credit, but these are all pre-funded cards as what definition a gift card would be.  

I think Mr Cope has covered the issue of multiple acquiring quite extensively.  If I could just add that the, up to 2005 Pick 'n Pay in particular enjoyed multiple acquiring or direct relationships with the issuing banks.  In 2005 this practice ended and we were required or Pick 'n Pay was required to enter into single acquire relationships.  In October 2005 we understand that the Reserve Bank concluded that while clearing is a domain of banks, sorting at source is not clearing.  That is SARPIF's understanding and that the Reserve Bank have no legislative grounds to outlaw sorting at source, other than if a practice leads to a form of systemic risk.  I think that there is also a view that while the Reserve Bank may be averse to arrangements that allow for the bypassing of the clearing system and understandably so, it has no basis for prohibiting sorting at source, provided the institutions involved in these practices are properly regulated.

Now single acquiring also exposes the merchant to huge physical risk in that loss of the system means that he has no debit card processing capability in any of his stores, while that system is unavailable.  He also has limited capability of processing credit cards, up to the banking posed offline limit, usually around R200.00.  SARPIF have made certain suggestions regarding a solution, which would ease the relationship between merchants and the banks and also make for a more efficient cost effective system by putting Bankserv in front of the banks, so to speak.  And this is rather a complex submission and would require a separate, completely separate discussion.  But we have spoken to the Reserve Bank and Phasa over the years on this matter.

Perhaps to comment on the benefit of multiple acquiring to SME's, we feel that it would certainly benefit large retailers.  But perhaps SME's would also enjoy a benefit in that they could negotiate with system operators for the rental or purchase of terminals and would have the ability, which they may or may not do, they would have the ability to negotiate bilaterals with the issuers and perhaps route transactions via the system operator.  At the moment they are not able to do that, we would like to create a climate where at least they have the opportunity to do this.  Moving to EMV, it is interesting to note that the liability shift date for EMV enable transactions in South Africa was 1 January 2005, it is now nearly two years later and none of the major banks in South Africa have issued trip cards in bulk.

However, retailers or terminal owners are required to be EMV certified at massive cost.  And I know that a number of the major retailers have replaced all of their EFT terminals over the past two years, at huge costs.  The only opportunity they have for using these terminals in respect of certain foreign cards which may visit our shores.  Then of course the cost issues around EMV, is there any recognition in the processing cost to be levied of the retailers investment?  Is there a recognition of the reduction in risk in potential fraud?  Certainly if the liability shift is  enforced, then the payment guarantee component disappears in the interchange fee.  New merchant agreements still need to be drawn up amongst our members.

We need to, at a subjective basis, we need to negotiate or accept the cost of an EMV transaction.  We need to understand how charge-back works and we need to understand how management of the liability shift will operate.  Moving now to the Mzansi money transfer, we believe this is a wonderful system, we think it is too expensive and currently the transfer system is available between the Post Office and the four majors.  However, one of our members, Shoprite, have introduced a closed loop system at a far lower fee, at a fixed fee to the customer.  So we feel that this is an area which needs some cooperation between banks and merchants and perhaps we can spread the use of the system at a lower cost.

Our submission just included a reference and some material from Euro Commerce.  Euro Commerce is a body in Brussels, which represents about 100 retail and service and wholesale organisations.  Their justification is to champion with the EU government the free market course.  Now we as merchants are being compelled to cooperate with our competitors in order to have a voice.  We will acknowledge that retailing is a hugely competitive arena and for retailers to cooperate is unusual in the extreme.  There are a  number of comprehensive documents which we have included in our submission, which I will not refer to now.  

Then in closing I would just refer to FICA.  FICA is an anti-competitive mechanism, because customers are discouraged from moving from one bank to the other because of these onerous requirements.  Surely, if you wish to move from one bank to another, the bank you are departing could send your FICA documents on to your new bank or issue a certificate that you have been FICA'd, we would think so.  Then on bank charges, we think that fees charged to both consumers and merchants are different in their pricing mechanisms and comparison is made very difficult.  Also when consumers are offered a basket of services by their bank, some of the costs are linked between different services and this discourages the consumer from selecting certain services from Bank A and other services from Bank B, even though they may on the face of it be saving money by doing that.

Then in conclusion we, as an organisation, will happily cooperate to increase access to the payment system in this country.  Thank you.

MR JALI:  Thank you, Mr Hertsvelt, I will see whether are the members of the panel have got any questions for you.  

MR BODIBE:  Good morning.  Can you give us a profile of your membership?

MR HERZFELD:  Okay.  Our membership comprises a number of major retailers, it comprises a number of oil companies, we have about, I would guess about 14 or 15 individual companies are our members, some more active than others.  Some enjoy the benefits of the organisation without participation, as is the case in many organisations, I guess.  

MR BODIBE:  Thanks.  Now, I am glad you raised the issue of what are the benefits, if at all, of cards to merchants.  Am I correct to understand that you are questioning that assertion that by issuing these cards, this has a direct relationship with your turnover?

MR HERZFELD:  Yes, it is not a key point, but certainly we believe that simply by accepting cards there will not be an increase in turnover, because cards are accepted by all retailers.  Removal of the card facility might lead to a loss of turnover.

MR BODIBE:  Do you have at least a breakdown of what payment mechanism are used by consumers across you membership between …?  So what I am trying to get at is, how much is based on cards and how much is based on cash?

MR HERZFELD:  We do not have these figures, because they are confidential between our members.  I think that kind of information could more easily be obtained from the Reserve Bank.  And we have previously, as an organisation, cooperated with the Reserve Bank in individually providing them with this type of information.

MR BODIBE:  You are suggesting that we ask directly your members or the Reserve Bank?

MR HERZFELD:  I think a direct approach to our members, which we could facilitate, would probably be the most appropriate.

MR BODIBE:  Now what benefit, if any then, accrue to merchants through the usage of payment cards?

MR HERZFELD:  Certainly there are benefits in that for a good transaction the payment is efficiently managed, we do not have certain administration costs in say depositing cash.  But for us it is simply another mechanism for accepting payment from customers.  We generally, our view would be that we would accept any form of legal tender and that is just one of them.

MR BODIBE:  And in your view, what costs are incurred by banks in establishing the system that you are actually using?

MR HERZFELD:  I cannot speak for the banks.

MR BODIBE:  But would it be fair then to conclude that you are actually arguing that merchants must only pay the processing cost?  Because you are questioning the payment guarantee and you are questioning the interest free period as a basis for costing or pricing, the merchant fee.  

MR HERZFELD:  I am asserting that we need to have much more transparency in these fee elements and perhaps if we could explode the processing cost fee, look at the different elements and assign them to the bodies that are responsible for them or incur the benefit for those cost elements.  Likewise the interest free period should be looked at in view of the credit card payment history in South Africa.  And certainly the payment guarantee and fraud area should recognise that there are different kinds of fraud.  There is cardholder fraud, which is the responsibility of the issuer.  Other types of fraud would depend on how they occur, but certainly what I am arguing is that we need to analyse those cost elements, we need transparency and perhaps openness in looking at them and deciding who is responsible for which piece of the cost.

MR BODIBE:  And what will be your reaction to a statement that says the primary reasons why bank issue cards is for the convenience of their clients and that any benefit that the merchants will derive from this system are sort of by the way or positive externalities?  What will be your reaction to that statement?

MR HERZFELD:  Well, as a cardholder myself, I know that it is very convenient to have a credit or debit card.  And I am not sure about the second part of your question.

MR BODIBE:  The question is, would you agree that in the first instance why banks issue these cards is primarily for the convenience of their clients?  And any benefit that a merchant may accrue is sort of by the way?

MR HERZFELD:  I am sure that the cards are issued primarily for the convenience of the cardholder, the merchant does enjoy an efficiency benefit, the banks enjoy a benefit in terms of a fee income.  So I think all parties enjoy a benefit, but I am not sure if the balance is correct.

MR BODIBE:  But you do agree in principle that that benefit has to be priced, that accrues to merchants?

MR HERZFELD:  I believe the benefit must be priced, but I believe it must fairly shared.  

MS NYASULU:  Sorry, if I may just ask a few questions for clarification.  One has to do with the one that Mr Bodibe asked you and I would really be keen to see a list of the members of SARPIF.  Would SARPIF be happy to give us a list of their members?  Because I would like to be able to assess whether in terms of some of the things you have raised, which might benefit SME's, that there are any SME's or retailers who would benefit from some of the suggestions you have made. 

But the second reason that I would like to see a list of the members of SARPIF is that I think just about everyone in this room has had occasion to have one card declined by a retailer, on the basis of we do not take Diners because the charge is too expensive or this.  So I am really keen to understand how that happens if there are rules that say every card should be honoured.

MR HERZFELD:  Honourable cards for a specific brand, so if you take Visa cards for example, as a retailer, you are required to take all Visa cards.  You may not be a Diners merchant or an Amex merchant or a MasterCard merchant, but if you take, if you have an agreement with an acquirer for that brand, you have to take all cards bearing that brand.

MS NYASULU:  Okay, just so that I understand then, you may decline a Diners or American Express, but if you are a Visa merchant you have got to take all Visa or all  MasterCard?

MR HERZFELD:  That is correct, you are not declining the Diners card, you are not able to take it if you do not have an agreement.

MS NYASULU:  Second question, if I may, has to do with the point you made about the payment guarantee.  You made a statement that you believe that if fraud is perpetrated by the holder or what you call the legitimate cardholder, that that should not be the business of the merchant.  What sort of fraud can be perpetrated by a legitimate cardholder?  Because I will imagine that in terms of the payment system if the legitimate cardholder has been able to sign a proper signature or put in the correct pin code, that that should suffice.

MR HERZFELD:  If for example a holder of a credit card has that facility withdrawn by the bank because of a poor credit record, let us say, and does not surrender their card and continues to use that card, that would constitute fraud, in my opinion and should be a matter between that cardholder and his issuing bank.

MR JALI:  Mr Herzfeld, I have just got one request which emanates from Mr Bodibe's question as well.  When you are providing us with that list of your membership, if there could also be just a column indicating maybe the number of outlets each of the members has.  That will help a lot.

MR HERZFELD:  I will do that.

MR JALI:  And then lastly, you had this PowerPoint presentation, we will really appreciate if you let us have a copy thereof, we will provisionally accept it as Exhibit "R", that is the PowerPoint presentation, hoping that you will send it through.  And also, if we could also have it electronically transmitted to us?  Okay, Mr Frank will give you all the …

MR HERZFELD:  Sure, I will do that.

MR JALI:  Thank you for coming, I think this should be the ideal time to take the short adjournment, 15 minutes break.

(Enquiry adjourns)

(Enquiry resumes)

MR JALI:  Right then, morning once again.  Mr Neilson, you …

(Recording machine was switched off)

MR NEILSON:  Thank you, Mr Chairman.  Now this is our presentation, relative to our submission to the Competition's Control Board, in respect to the Feasibility Report.  Just to give you some idea of the size of our business, we have 9 000 checkouts, which are in fact 9 000 ATMs, we do R32 billion in sales and we are doing 44 million card transactions a year.  The subjects that I want to cover here in my presentation, which follow in the same sequence as our submission that we made, are the changes in tender structures, sorting at source, interchange fees, low cost banking products, ad velorum charges on debit cards, hidden fees, the EMV experience that we have had and cash handling fees.  

This slide reflects the change in tender types that have occurred from 2002 to 2006.  We can see that cash and cheques have gone down by about or decreased by about 13% or 14% and credit, in particular debit have really escalated.  In the case of Shoprite/Checkers the reason that that increase in debit is so severe is because we only really got into the debit card market about two or three years ago.  The reason we did not get into the debit card market before that was that we refused to pay the fees that the banks wanted us to pay in respect of debit.  We finally held out until such time as we managed to make a deal.  We were then, when we tried to make the deal, we were then also restricted by the banks as to how much money we could give as cash-back at the checkout, so we were restricted to a certain figure, whereas we knew our competitors were not in fact restricted to any figure.

And initially our first, the acquirer that we went on board with took a very long time to actually get bilaterals in place with the other issues, in order for us to accept everybody's debit card.  So from the time we started actually taking debit cards, to the time we started accepting all debit cards was in fact almost a year.  So that is why there is such a sever escalation in debit, because since we have come on board with debit and particularly in the last five or six months, there has been a massive, massive increase in the number of debit cards that are presented at the point of sale.  As far as sorting at source is concerned, the SA Reserve Bank, as we know, declare sorting at source not clearing and therefore not illegal, that was in January this year.

And our requirements for sorting at source initially and are based on the risk element of our business.  I have two slides here which are unfortunately very busy and which you might not be able to see, that I would like to provide these as information for the panel.  We have a single acquirer's scenario here, where if we look down the middle column, on the left-hand side we have all of the cards which are presented at point of sale and on the right-hand side of the screen are the banks.  The middle column is our switching service etc and the fourth column is our acquirer.  The fifth column is Bankserv and the last column on the end are the banks.  Now from that it can be seen that if we loose our acquirer or if the acquirer looses Bankserv, we are dead in the water.

We have pointed this out to our acquirer and we have had discussions with the industry about the solution to this particular problem and we have not been provided with a solution.  We have asked for stand-in on debit, in other words that if we loose the bank or the banks or we loose Bankserv, that we are able to stand in, either at our switch level, in order to process the transaction and not loose the sale.  Now we have not received any assistance in that at all and as we currently operate, if we loose our acquirer on Saturday morning at 11:00 or the acquirer looses Bankserv, we are dead.

If we look at the next slide, which has got the multiple enquiry scenario, you can see the centre column is still the switching operation and the switching operation is then going directly to the banks and the banks are then going, oh sorry, going to the issuers and the issuers are going, processing within themselves.  So if on a Saturday morning Standard Bank goes down, then I loose Standard Bank.  And I can make an announcement over my PA system in the stores to say, ladies and gentlemen, we regret that we are unable to process Standard Bank cards, due to the bank's failure.  So using the single acquirer principle, as I have said, our business is at risk, should our single acquirer fail, as I have said, all transactions requiring authorisation would not be processed.  Should Bankserv fail we will only be able to process our single acquirer's card transactions.  

Therefore, if I am with Bank A I would only be able to process Bank A and Bank C, D, E or F, B, C, D or E would not be able to process.  So when the Reserve Bank came out with this ruling we went to the banks and we said listen, the Reserve Bank now says that sorting at source is not clearing and therefore it is not illegal and therefore we want to come directly to you, because it is in our interest to come directly to you, because it is going to give us the protection that we require to provide the service to our customers.  And when we did that we were told there would not be any difference in the fees.  We were told that the fees, well, I am not quite sure on, as to how they actually they based their response, because they did not even know what we were paying.  So it was just a flat case of, we are not really prepared to talk to you about it.

One of the banks actually said or somebody said to me that they actually have not had anything official that they are allowed to actually do sort of source.  May argument here or our argument here is that the existing structure is based on traditional processing systems and financial structures.  And a point that I am really strong on is that the payments industry in this country today is not what it was five years ago, it has changed completely and I really think a re-look a the whole system is actually required.  Some of what has been said here has been presented before by Mr Herzfeld and Mr Cope, so you will forgive me if we go through some of this again, I will skim through it.

We know that the banks decide on the interchange fees for credit and debit cards.  We as the public do not know how that fee is made up really, that Edgar Dunn Report was never released to the public.  When the interchange fee was reduced in November 2004, the interchange fee actually dropped by 0.28%, it went from 1.99% to the current fee, which is in fact 1.71% and not 1.75%.  So when it dropped by 0.28% we went to our acquirer and we said we would like to get the benefit of the reduction and they said sorry, we cannot give you the whole benefit.  And we argued with them as to why we could not get the whole benefit and we were given not very satisfactory reasons.

So we did not derive the full benefit of the reduction in those fees.  And a point that I want to make here is that the small merchants, they would not really be wise to things like that, they would not know that the interchange fee has now gone down from 1.99% to 1.71% and hey, I must go and negotiate a better rate with my bank or my acquirer.  They would be solely at the mercy of the acquirer, so if the acquirer wanted to share that decrease with them, then the acquirer would have to go to them and say right, we are prepared to now reduce your fee.  But the average, I am sure the average merchant does not know anything about interchange fees, so the average merchant would not.  As far as low cost banking products are concerned, we know that Capitec are cheaper than Mzansi.

Capitec have a very progressive bank, they have got a lot of forward thinking, in my opinion they run into a lot of obstacles when trying to achieve what they want to within the banking industry.  We tried actually for about three years to get the money transfer system in place, we only launched it this year, but we ran into problems, we developed the system and initially Reserve Bank would not let us do it on our own, they said we had to have a bank behind it, because we are not a deposits receiving institution.  So then we tried to get into bed with Post Bank and we developed the system and it took us over 18 months and we could not come to a decent business agreement.  Because we felt that the fees that Post Bank wanted to charge were not in line with what we wanted to offer the public.

And Post Bank wanted R17.99 plus they wanted the ad velorum.  This year we have done in Shoprite/Checkers, since beginning of January, 50 000 money transfer transactions at a value of R20 million.  It is very interesting to see the people that are using that, it is obviously the lower LSM people.  The word is getting out, we have not done a lot of advertising with it, but it has actually picked up and it is really starting to move now.  Debit card merchant fees.  Debit card transactions, pin-based, it is online, it is guaranteed, it is pre-funded and it is a minimum fraud element.  There is no justification for an ad velorum charge on a debit card.  I would just like to go back to the tender split that I spoke about earlier, I omitted to mention something.  One of the reasons we have got also that increase in debit cards is because the banks have stopped issuing cheque books to people.

Our cheque business had declined dramatically in the last three or four years.  The number of cheques that are presented have decreased, I think from 270 000 a month, about a year ago to 140 000 a month.  Now that has moved into debit.  A point also that I would like to pick up here, which was made earlier, out of our total monthly transactions that we do within the Shoprite/Checkers group, plastic transactions are actually a very small portion of it.  So if we take in account the questions that was raised earlier regarding where does this merchant's commission fee that you pay sit?  But that is a bottom-line expense, that is an operating cost that we and Pick 'n Pay and Woolworths and all the big merchants pay.  That is a bottom-line cost and that is relative to our operating margins.  But if you think about it in fact, the bulk of your customers are the cash customers out there.

Certainly in our business that is the case, where the vast percentage of transactions done in our stores are still cash.  So your cash customer is in fact subsidising your credit card customer.  And then if you think about an earlier point that was raised also about if you take away interchange, does that not mean that the cardholder is going to have to pay more and the answer is yes, well maybe the cardholder should be paying more, because the cardholder is supplying the cash customer.  So we have no justification as far as an ad velorum fee on debit card is concerned.  In that case, what has happened at the moment, the customer is paying the fee for the transaction, he is getting charged on the back-end and we are getting charged on the front-end.  So the bank is in a win-win situation, there is no balance as far as we are concerned.

And why must I pay a percentage on a R499 purchase if I use a card and I pay the same percentage on a R4 999 purchase.  Why must there be, why must I pay those sort of fees?  What I am saying here, what we are saying is the fee is based on old thinking and the old thinking was acquated to charging an ad velorum on a credit.  So what they did was, they said, well hang on, we are charging 2.-whatever percentage it is on credit, how much are we going to charge on debit?  Instead of saying, hang on a second, this is in fact a different sort of transaction and we should handle the transaction differently.  They have come up with the ad velorum on debit and as Mr Cope has said previously, Pick 'n Pay, in the past, were in fact paid a fee by the banks on those transactions, which was taken away from them last year in October.  

And we are saying that the fee should be based on the transaction processing cost and as an example in Australia it is six Australian cents on the transaction, does not know whether it is a rand or one Australian dollar or 10 000 Australian dollars, 6c to process the transaction.  And what has happened in this country and I do not know whether everybody is aware of it, but in some cases the smaller merchants, who have got standalone terminals in their stores, are in fact being charged the same amount of commission on credit as they are on debit.  I was told that by somebody within one of the banks the other day, I was quite horrified, because if anybody actually needs the lower fees, it is the smaller merchants.

The arguments at the banks will give you as to why the smaller merchants fees are higher, they would tell you that there is a greater risk element.  Giving a small trader on the corner a banking terminal connected a bank has a lot bigger risk than doing business with the medium to large type of organisation.  There are incidences where, we know that we have got an interchange fee that is sitting there, but we have situations where the banks have got bilaterals in place, that nobody really knows about it, in order to process certain card transactions.  

So for example, we wanted to negotiate with one of the charge cards and the charge cards being Diners or Amex, we wanted to negotiate with one of the charge card people on a lower rate, because we felt their rate was far too high.  And they said, well, we cannot do it, we cannot negotiate a rate for you because your transactions are not coming directly to us.  And only if your transactions come directly to us can we negotiate a rate for you, because we have to pay your acquirer a fee on that transaction.

So now, because the issuer has to pay the acquirer a fee I have got to pay a higher cost, alternatively take my transactions directly to them.  So if one takes that into account and you take that principle, you should be able to take that across the board.  So if I want to take my transactions to Bank A, why should it be more expensive, or to Bank B or to Bank C or to Bank D, if there are no bilaterals or interchanges in place or whatever the situation is?  And we speak, as an example I am giving you Amex, Diners and Buy-Aids cards.  

We have got instances where cardholders, on some transaction types, where they do goods or goods and cash transactions, where the cardholder is in fact, charge two different fees on what is in fact one transaction.  So they sign one transaction slip, so they get charged a fee on the debit portion, sorry on the goods portion and another fee on the cash portion.  And we have had approaches by our customers, who have come in to us, complaining about the charges, because the customers perceive that we have got something to do with it and that we are in fact getting something back from the banks, which obviously is not correct.

Where you have got these certain franchised ATM services that are sitting out there, in other words, these are not really terminals owned by the bank, they are owned by a company and the bank sort of sponsors them or fronts them or supports them, whatever you want.  In some cases they are charging certain cardholders more money to perform a transaction than other cardholders.  And the reasons they all tell you is that because with their acquiring bank that they have the deal with, they are loaded with certain fees.  Now those fees are passed on to the consumer.  So if you have an ATM in a store and a cardholder from Bank A goes to a terminal such as that, which goes to Acquirer Bank A, they are going to pay an additional fee.  Why should they pay that?

I would like to get on to EMV and Mr Herzfeld raised EMV earlier in his presentation.  The banks, once they were railroaded, but they were certainly pushed into EMV, sorry the retailers.  The retailers were railroaded into EMV, pushed by the banks under the premise that if you did not make 1 January 2005, which was the shifting liability date, that you would be liable for all charge-backs.  And by 1 January 2005 everybody had to have equipment out there, etc, which was EMV compatible and could process chip.  Well, none of us made it, the banks did not make it, the retailers did not make it, nobody made it.  The reason why is that the banks totally underestimated the size of EMV in this country and as was quoted earlier, they are still not issuing cards.

Shoprite/Checkers are probably, as far as the mass food and retail stores, we are way ahead of everybody else but we are still not there.  A net result of what is happening now is that you are now starting to get EMV card fraud being perpetrated and where EMV, fraudulent EMV cards are presented in our stores, which are now not EMV compliant, we are getting the charge-backs.  And we are going and saying, this is not fair, because it is not our fault that we are not compliant, you have not even started issuing cards in this country, how can you take a rule that applies in Europe or in the UK or wherever it is and apply it here?  So now we are faced, on a monthly basis, with large volumes of charge-backs.  And I know the same applies to Pick 'n Pay, who have exactly the same problem.  Any retailer or any merchant which runs fully integrated systems, in other words your pin-pad or your devices attached to your point of sale, attached to some sort of banking server, for example, any retailer in this country currently is liable for those charge backs, because they are not EMV compliant.

We, in our original submission to Competition Control Board we did put in their figure that we would spend on EMV, which was substantial.  There is no benefit to the merchant for EMV, this was all put in place by the card associations, who pushed their members, who are the banks, in order to get these standards in, so that they could reduce the fraud on their side.  The fraud that we are picking up now are scams which are perpetrated by people who picked up that if a store is not EMV compatible they can get a transaction through there and it will be in fact authorised.  But there is no benefit to the merchant, absolutely no benefit to the merchant.  

When we went into this whole EMV thing, when we looked at all the figures, we said well, if we are going to do all this, who is going to pay for all this.  And right in the beginning we had positive feedback that there was going to be a contribution from the banks towards our costs and ultimately we receive nothing.

So all the fundings that we were promised went down the drain and those costs became also direct operating costs, where we had to go out, purchase all the equipment, get EMV compatible, get the software, do the testing, everything like that.  In the UK for example the banks actually assisted their merchants.  There was a lot of assistance between the banks and the merchants.  And if I can just make a remark here about SARPIF that was mentioned earlier with Mr Herzfeld, I think he mentioned we only had about 15 members on SARPIF in South Africa.  In the UK, when they had meetings with the EMV forum over there and the retailers and the banks went and sat together, all of the retailers went, everybody went to the UK.  They had in excess of 40 representatives from all the leading merchants in the UK, who are developing EMV.

There is an apathy in this country that the retailers are not picking up on …  the retailers, we do not get mass attendance at SARPIF meetings.  The drum that we are beating …

MR NEILSON:  If you say you have only got 15 members on SARPIF, including the oil companies and that, why do the other retailers not, and it is possibly because either they are not interested or they do not have the interest of the consumer at heart.  And I just think that the bottom-line is, relative to another point that was raised earlier about, if your merchant fees come down, all the customers benefit.  And of course the customers will benefit, the customers must benefit. We have already had the discussion that says, hang on a second, what is going to happen if we actually, let us say they do away with interchange completely, what is going to happen when somebody comes along to Shoprite and says, listen you used to pay X-hundred million before in merchant fees, you are now paying X-minus, how do we know that you are actually passing that on to the consumer?

And it is a very difficult thing to be able to actually validate, to say we are giving the consumer the benefit.  So that is the sort of double-edged sword here, the retailers are fighting for what they believe to be correct, but how do we know then that the retailer is going to pass it on?  And we would have a duty to be able to say, this is how we have passed it on to the consumer.  I think that that observation, relative to the cardholder paying the cost now, is a very valid …  You know, you want to have a piece of plastic, you want to be convenient, you pay for it, why must the cash customer pay for it, for your convenience?  If he is in the lower LSM, he does not have a card, he does not know about these things, he gets paid cash or whatever it is, why must that cash customer pay for your convenience on the card?

The other thing we were told was that there will not be any reduction in merchant fees.  We said we wanted a new merchant fee agreement, we still do not have a merchant fee agreement.  They tell us that in the UK they have reduced fraud by a 100 million pounds a year or 200 million pounds a year, whatever it is.  The banks in this country, if you ask them, how much is credit card fraud in this country, they will maintain they do not know.  There was a fraud committee of the banks, where they used to, well they still have this fraud committee, where they share information, right, either they put up the shatters and say we do not want to tell you how much the fraud is, so let us say the fraud in this country is 500 million at the moment and you put EMV in and it comes down to 200 million.  

Now they do not want you to know that there has been this massive reduction in fraud.  So what they are saying is, we are going to charge you the same fees to process a mag stripe transaction as to process a chip card transaction and that is absurd.  And this whole thing was driven by Master and Visa, the card associations, not driven by the banks.  This whole issue of coming in with EMV and becoming chip compliant and making all cards pin-based, etc, pushed down by the associations, into their members and down into the merchants.  And we really do not have any say about it.  If I could just make an opinion, if you consider a tender type as, a cheque for example, a cheque book, the consumer or the customer goes into the bank, opens an account, the bank gives them a cheque book, they go out and they shop.  The cheque bounces, the merchant gets the charge.  

It is wonderful system, we do not know who the customer is, we do not know whether he has got money in the bank, the banks do not provide us with any credit …  …  system, so when a customer does in fact present a cheque we know that there is money to cover it.  So the merchant picks up the fee, right, the merchant is picking up the credit card fee, the interchange fee that the banks are laying down.  The merchants are picking up the debit card fees and everything and the merchants are picking up all the costs of EMV and part of the fraud that is going to come their way anyway.  And the merchant is in a no-win situation.  If I can just move on to the cash handling fee scenario.  Our volumes of cash are enormous, I think it is something like R23 billion a year, whatever the figure is.

When we look at the cash handling fee that the bank charges, I saw the bank wants to charge us and we had all the related fees, with the cash-in transit, the insurance, staff requirements, everything, the cost of handling cash is actually lower than the cost of a debit card or a credit card.  We are saying they are excessive, right, but they are still lower than the costs of me accepting a debit card or a credit card.  So I suppose you could say well, hang on a second, if you had all that plastic business in cash now, your cost would go up, because you need more people in your cash office, so you need better systems in order to be able to process the cash and you would have a bigger risk, because you had more money going to the bank, yes, you could have that argument.  But essentially, when we analyse, in our business, the cost of cash against the cost of a credit card, the cost of a debit card, the cash is still cheaper, cash is still king.

What we have done is, we have started speaking to the Reserve Bank, because what we are saying is, if I am now handling 20-whatever million rand worth of cash, why have I got to take it, well I have got to count it and then take it to the bank for them to count it and why can we not just take it straight to the Reserve Bank, come up with some sort of structure or some fee that say, okay, you are still our acquirer and you are still our customer and because we do not have to handle the money in our cash centers, we will give you a lower rate if you take the money directly to the Reserve Bank?  The argument might be, hang on a second, we built our cash centers because of you, we have a cash center that is that big in Johannesburg because of Shoprite/Checkers, which is not a bad argument, but the fees that we are paying are in fact, although they are cheaper than debit and credit, they are still excessive.

And in the conclusion to our report, on the last page of our submission, Mr Chairman, we came to conclusion 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 present system engenders the practice of overcharging by the banks, that has little to do with the activities and operations of the National Payment System.  That was the concluding paragraph in our presentation, Mr Chairman.  I thank you very much, Mr Chairman.

MR JALI:  Thank you.  Let me see whether there are any questions from the members of the panel.

MR BODIBE:  Thanks, Chairperson.  Good morning.  Considering that … failing newcomer in terms of accepting cards, do you have an estimate of your costs, how much your costs have gone up since you have started accepting cards?

MR NEILSON:  Well, our capital investments was considerable and I think the capital consideration, not just within the store but outside of the store, where you have to have your additional networking capabilities and all of those sort of costs, Shoprite were always very, very low key when it came to processing at the front end.  And I think the advent of debit has forced us into becoming able to actually accept.  When we look at our costs, I would say it is certainly our merchant fees over the last three years have probably trebled.  I would say that our merchant fees have probably trebled over the last three years, that is the extent of that.

MR BODIBE:  How are you able to absorb this increasing costs and remain competitive?

MR NEILSON:  Well I think the other areas of the business where one becomes cost conscious and cost saving, we try to, you know one can say, well you are now processing customers quicker through the checkouts, therefore you are increasing your turnover, because you do not have to take the cash and all that sort of thing.  But yes, I think that the cost would just become a bottom-line cost and it would be passed on to the consumer.  As I said, whether we saved it in another part of the business, but it is concerning, I mean, if we look at our total cash handling fees and our total merchants fees, these are direct bottom-line expenses and it reduces our margins and we have to build it into our trading operation.  So inevitably the customer, in other words all customers, going back to what I said earlier about cash customers versus card customers, everybody is going to pay for that facility.  

MR BODIBE:  And did you find that it affected your ability to compete in the market?

MR NEILSON:  We were at the disadvantage for a number of years with out competitors, we did not do cash-backs at the point of sale, we used to get numerous complaints from customers because we did not and I think a large amount of the reason to get into the market was because we were trying to keep up with our competitors and we had requests from the public who were saying, you know, but I really want to shop in your store, but I cannot draw cash at your checkout.  And that is really what the motivating fact is.

MR BODIBE:  Thanks.  I have just got a question, could you educate me on how in practice multiple acquiring will work and how would that affect the banks or the issuing banks and the acquiring banks?

MR NEILSON:  I think the, if I could go directly to all the banks tomorrow I would, because immediately it reduces my risk factor, the risk factor is tremendous.  Very simplistically, all we have to do is come to an agreement on an acceptable merchant fee on the different card types.  We have to establish connectivity, which is secure connectivity between the banks and we have to put into place a secure settlement system with the banks.  But we are already doing that and we do not see any major issues, I mean all that would happen, in fact, would be that we would have a different bank credit in money into an account of ours, instead of one bank doing it on behalf or for other banks.  So we do not see it as a massive operation.  I mean some of the banks were going directly to, with house cards for example, say if you have got a bank that has got a house card that they want us to process or that they run for us and we would take that transaction directly to the banks.

So we already have relationships with the banks, but we have only got a single acquirer.  

MR BODIBE:  And would that require that you have  separate bank accounts with each of the banks?

MR NEILSON:  That is correct, we need separate settlement accounts with the banks.

MR BODIBE:  And if I understand what you are proposing is that you want to be able to take the instructions via Bankserv to the issuing bank?

MR NEILSON:  No, that is not correct, we do not want to go via Bankserv at all.  The changes that Mr Herzfeld proposed is that SARPIF have proposed, where they move Bankserv and put it in front of the acquirers, that would be a beneficial move for us.  Because that would mean that Bankserv would then say, okay well, Standard Bank is not available or FNB is not available or Nedbank is not available, that would be a major win situation.  But it is a way to go, it is an alternative way to go, but it has got one or the other, either they have got to move Bankserv into the front or they have got to let you go directly to the individual banks.

MR BODIBE:  Well, …  to that now, if you are going to set up such a switch, would you find that, first how are you going to recover the investment in that switch?

MR NEILSON:  We would not have to invest in a switch, we use an existing switch, which is run at Easypay, it is not our switch, they run it on our behalf and we pay them a transaction fee to operate the switch.  And they would go directly to Bankserv.  So in other words, they might not become a payment-clearing house, a PCH, but it would just be a questioning of channelling those transactions.  So there would not be any major capital investment for us at all, as far as that is concerned, if they move Bankserv.

MR BODIBE:  And on average, is Easy-pay fees cheaper than the banks?

MR NEILSON:  The switching fees that we pay are purely transaction fees, we do not pay any ad velorums on the switching services.  And the switching fees that we pay are related to volumes and our volumes have increased considerably over the last two years and so the switching fees have been negotiated down.  But that is an additional operating cost that we would have as well.  So in other words, if we were paying for example 20c a transaction, to process a transaction to Easypay, we then, on top of that we are still paying the ad velorum on credit or debit that we are currently paying to the banks.  

MR BODIBE:  Now, as I understand, it is not illegal for you to be able to have separate bank accounts for the purposes of ensuring that all transactions become onus transactions, is that correct?

MR NEILSON:  That is correct.

MR BODIBE:  Now what is preventing the retailers, like yourself, using that system?

MR NEILSON:  Well the reason we cannot do it is because the banks will not negotiate with us.  And if they do want to negotiate with us they are busy telling us it is going to cost us more to go directly.  And in some cases the banks will not even speak to us about it.  

MR BODIBE:  I do not understand why you have to negotiate when you could just open an account with all the banks, what is preventing that from happening?

MR NEILSON:  The opening of the accounts is not the issue, the coming to an agreement on what fee you are going to pay them and getting the connectivity in place.  So you would have to get network in connectivity.  So for example, I do not have a connection at the moment to Standard Bank, so what I have to do was, I would have to get those connection into place, I would have to test with the bank, I would have to be certified with the bank for EMV, because that is the scenario that one would have to do and you would have to get all of that into place.  

The bank account on the back-end, from our personal, from our company reconciliation point of view is in fact very simple.  Because we do not have a complicated reconciliation and settlement system.  So the opening of the account is not the issue, it is the actual, the agreement on the fee and the transac and the network in connectivity.

MR BODIBE:  Thanks.  My last question will relate to the technology, the technology that you are using and it is related to some point you are making I think somewhere in your submission, about the fact that higher volumes will require higher hardware investment.  Will that still be your contention?

MR NEILSON:  I am not quite sure I understand you.  You say higher volumes would require more investment?

No, that is not quite correct.  In the event of us not taking card anymore, for example and having to go to cash, you might have an investment there, in order now to handle the cash, so you might require some sort of secure cash counting.  But I mean the switching systems currently are geared to take huge volumes of transactions.  So what you do is, you actually try and forecast where you are going to be in a year's time or two year's time and you make sure that you are actually geared, in order to be able to take the increase in volumes.  I think only when you hit, you would only have an additional investment, capital investment, if you just started exceeding the capacity that you run in it.

MR BODIBE:  But suppose the system is set up and running, does it make a difference in terms of the capability of the system, how much volume you process through the system?  Basically I am trying to ask, does it take longer to process higher volumes, as compared to your volumes or if there is no difference?

MR NEILSON:  No, it does not really make any difference, it does not make any difference on the volumes.  As I say, assuming that your processing power is big enough and you can monitor on a regular basis to how hard your system is working at any, at your peak period and see what sort of capacity you have got available, that you can cater for that sort of thing.  So the system does not run slower because the volumes get higher.  

I think what does happen though is that, and it happens in the industry at the moment and it is a problem within the industry and the problems were in fact highlighted in respect of our contribution to the Feasibility Report.  So what happens is, when you do have problems on the system, that transactions do not start completing correctly and you have problems where customers are now charged for purchases where they stand in the checkout for example and tells you the transaction has been declined and they have got a debit against their bank account.  And that is an inherent problem in the system at the moment.

MS NYASULU:  Mr Neilson, if I can just ask a few questions, I have about three.  But I think the major for me is, it must be frightening to the average consumer who sits there, particularly the organs of civil society, who think they have such a major uphill battle with the banks to listen to retailers, talking about what a battle they have.  But what I find difficult to understand is, 34 billion in turnover is huge influence in anyone's language.  And if you take the top 10 retailers and if you just simplistically multiply that by 10, it is a hell of a lot of sway.  Now the question to you is, is there anything that are missing?  I am not advocating that you boycott the banks, but I am just trying to understand how, with that kind of influence, the retailers would be so much at the mercy of banks?  What am I missing?

MR NEILSON:  You know, what actually happened about two years ago or three years ago, we went to go and see the Reserve Bank, myself in my capacity as an executive member of SARPIF and the ex-chairman of SARPIF, Mr Chris Hurst, who is the ex-financial Director of Pick 'n Pay, we went to go and see the Reserve Bank about this whole question of sorting at source, etc.  And at that meeting we presented a dossier, because that is what it was, it was a file this thick, on problems within the processing systems which existed within the banks.  And the fact that our customers were suffering and we were suffering, because you know the perception is, when a transaction fails at the point of sale it is not the bank, it is you.

And at the initial meeting that we had with the Reserve Bank was, that was a bit tight and I did not really, I do not think they really understood what we were trying to say at that stage.  Subsequent meetings with the Reserve Bank and the dealings we now have with them are much clearer and they understand that we have a problem.  So the one problem that I think they understand is that there has to be a solution to the single acquirer, there has to be a solution, it is not negotiable, there has to be a solution, you cannot stop all your processes at 11:00 on a Saturday morning.  So I think everybody has got to that stage, as far as the costs are concerned and the muscle that you talk about, we, what the industry could do is, the industry and let us say the top five players in the industry, let us say you took the top five players in the industry and we got together and we went to the issuers and said gentlemen, we are no longer going to accept credit cards in our business. 

We have spoken about that, but it is not practical to do that, you cannot do that, because you are going to, what is the consumer going to do.  What is a person who has got a credit card, who lives on credit, going to do when suddenly he finds he cannot go and shop at Shoprite with his credit card for example?  If he cannot go and shop with his credit card he has now got to pay cash but he does not have cash because he is in debt up to his neck on credit.  You change peoples' lives completely, so you cannot just do that.  And we do not, I think the dealings SARPIF has had with the banks and the way we are going about it, we are slowly been chipping away and chipping away and chipping away.  

And I think that this commission is going to be the factor that is going to bring this thing right onto the table and that is going to allow us to now say okay, now we have got to play in a field where everybody understands the rules and nobody is getting ripped off and the consumer wins and the retailers wins and the bank wins.  But that is really what it should be about.

MS NYASULU:  You have, in essence, answered one of my three questions in the answer to the first one.  So I am going to ask my last one, which is more of a technical one.  You made a statement that the being EMV compliance has actually opened you up to higher fraud levels.  Can you just clarify how that has happened.

MR NEILSON:  Well, it is not been EMV compliant but it has opened us up to fraud, that has not been EMV compliant.  So because the banks were late and the retailers were late and everybody is late, cards which are issued overseas or fraudulent cards, which are hit in this country, if a fraudulent card hits a non-EMV store, the transaction will be processed as an ordinary mag stripe transaction.  But when he gets back to the issue, the issue is saying, hang on, this should be a chip transaction and it was not, therefore I am sending it back.  

And this, we are talking big money here, this is not small money, this is big money in charge-backs that we are having to take.  We have had to put certain cheques into our, we have got a sizeable amount of EMV stores out there that we are fine with, right.  The non-EMV stores we have had to put checks and balances in at the point of sale now.

So when somebody presents a card and they swipe the card, the cashier and this controller have to look at the card to say, is this in fact a chip card.  Because when the card is presented it is in fact not a chip card, it is an ordinarily mag stripe card that has got EMV data loaded on track to the mag stripe.  So when they swipe the transaction it reads the mag stripe and it processes it.  We have put those changes into place, they went in about two weeks ago, so we are now protected from that point of view, but up to now we have suffered sever charge-backs.

MR PETERSEN:  Mr Neilson, you would appreciate, I am not giving you legal advise, but if the retailers were to get together and agree not to accept particular cards, they might well be in contravention of the section of the Competition Act, namely Section 41(b).  But nevertheless, individually your firm, Mr Cope's firm and some others, on your own have significant bargaining power in all your market dealings.  I am sure that you assert that power in many instances in dealing with your suppliers, would that be fair?

MR NEILSON:  I would say yes, the volume or size gives you certain bargaining powers that others might not have.

MR PETERSEN:  Just to be clear about what we are doing here, we have to separate unfortunate situations where you have not been able to achieve the commercial result that you wanted, notwithstanding your degree of ordinary bargaining power.  We have to separate those situations which are not our concern, from situations where perhaps your ordinary bargaining power cannot be effectively asserted, because there are constraints being applied to competition on the other side, is that, I am not quite sure about the competition on the other side.

MR PETERSEN:  When you are dealing with a bank, your bargaining power in the market is up against notionally the bargaining power of the bank.  But if you are in effect having to deal with the corrective bargaining power of all the banks, that is a different matter and that is one where competition law and policy comes into operation and is the area of focus, one of the areas of focus of this enquiry.  Am I making myself clear?

MR NEILSON:  Yes, absolutely.

MR PETERSEN:  Now, I will work back to that point.  But let me just start by asking your help with something that unfortunately my eyes are now too old to see, namely that what you described as a busy slide, I do not know if you can get it back up, otherwise we can just talk through the point.  The first one, which illustrates the situation as it currently is with single acquiring.  Alright.  Now I cannot see any of the writing in the blocks, if we can just go back to that one.  That is it.  Now as I understood it, on the right-hand side are the acquiring banks and the issuing banks.

MR NEILSON:  That is correct, yes.  

MR PETERSEN:  And the next column is Bankserv, coming that way from the …  the next column is Bankserv and the next column is our acquirer.  

MR NEILSON:  Is the switch, that is the banking switch.  That is the Easypay switch, the Easypay run the banking switch for us. That is an internal branch column, that is a branch operation, the branch operating system.  Within the store itself.

MR PETERSEN:  If I come into one of your stores and illustrated by hypothetically saying that I have a MasterCard issued by Standard Bank, that is not your acquiring institution, is that right?

MR NEILSON:  That is correct.

MR PETERSEN:  When my card is swiped through the point of sale device at your till, what message does that device send and to whom?

MR NEILSON:  Well, I mean what will happen is it will send a message from the point of sale, which is from the left-hand side.  Let us assume it was a debit card and was a Standard Bank card and my acquirer is not Standard Bank, it would send a message all the way through the network and connectivity from the left-hand side right through the right-hand side.  So sorry, just to interrupt you, let us take it stage by stage.  The message first goes to your in-house processing … 

MR NEILSON:  No, the … the message travels through a banking server that we have in the store.  From the banking server within the store it then moves up to the banking switch.  The banking switch then takes that transaction and sends to the acquiring bank and if that is a not onus transaction at the acquiring bank, then the acquiring bank would send that to Bankserv and then Bankserv would decide which bank is this for and would send it to the bank.  And then the transaction would flow all the way back to the point of sale in exactly the same manner.

MR PETERSEN:  The banking switch, if I got the expression correctly, you are referring here is Easypay?

MR NEILSON:  That is correct.

MR PETERSEN:  Now what happens if your line of communication to Easypay goes down?

MR NEILSON:  Well we have about, I think at the moment it is about four or six communication lines through to Easypay.

MR PETERSEN:  But Easypay must in turn communicate with your acquiring bank?

MR NEILSON:  That is correct and they have a similar backup system between the acquirer and Bankserv, that is where the connectivity is.

MR PETERSEN:  So must we conclude from that that the concern you have about the risk of technical breakdown does not arise at those two stages of the communication?

MR NEILSON:  You know, based on our experience all the issuers, who are also acquirers, experience problems, everybody experience problems.  Nobody runs an operation which is not fault free.  The fact that we could loose our acquirer is of major concern to us, because we could loose them.  It is like saying you will never have a Tsunami 200 feet high coming through.  So it is that type of thing, we cannot put our business at risk, that is really what the concern is.  So I mean, I can quite honestly say to you, yes, it would be possible if Easypay really made a mess one day and the actual switch failed and the onsite backup switch failed and the offsite backup switch failed, yes, we would have a serious problem, because we would not even be able to get to the acquirer.

MR PETERSEN:  Now, if we move to another scenario, where you are permitted to have multiple acquirers.  You have indicated, if I understood your answer to my colleague, Mr Bodibe, correctly, you have indicated that you would not then require a switch at all, is that right?

MR NEILSON:  No, that is not correct.

MR PETERSEN:  Could you just clarify that for us?

MR NEILSON:  Shoprite/Checkers do not own or run the switching system.  We have, all our stores are connected to our office and there are communication lines, including backup lines, through to what we call a third party switch, if you want to call it that.  So they in fact run the switch for us, on our behalf.   And that really is according to our specifications.  In other words, we would tell them what we required in the switch.

MR PETERSEN:  But if you will just be patient with me, if all the transactions are onus, I am coming to your store with my Standard Bank MasterCard, in this new scenario you do have an acquiring relationship with Standard Bank, so my transaction merely has to be directed in due course to Standard Bank, is that correct?

MR NEILSON:  Yes, I get what you are looking at, you say that I could possibly do away with the switch.  

MR PETERSEN:  If by switch I am correct in thinking that you mean an entity which switches instructions between banks, because the between banks aspect is now being done away with?

MR NEILSON:  Yes, you are correct, you are absolutely right.  The problem that I have got is this and we have investigated those possibilities before, if we took out the middle line, which is the switch and we were able to go directly to all the banks, sorting at source.  The whole concept of how we control our business would change dramatically.  So as an example, what happens at the moment is, we process, I do not even know what the figure is on a daily basis, probably 40 million, 80 million, I do not know what the figure is a day, 100 million a day in cards.  When our acquirer settles us I get one value on my bank statement.  I have got all the systems in the back end that do all the work for me, I do not get individual transactions or individual stores or individual anything coming through on that statement.

So it did not matter which acquirer, if I was going through a switch to different acquirers, each acquirer would only give me one value on my bank statement and I would do all the reconciliations in the back office.  If I was going to take all my stores to each bank, I have got 460-odd stores currently, going through a central switch, which is like a consolidator and sends those transactions on.  If I have now got 460 stores, going to four or five different issuers individually, that is going to be a huge job to control, that is a massive task and I would not want to do that.  It can be done, you can do away with the switch in the middle and you can go directly.  But I do not, we have looked at that years ago and quite honestly, it is not an option for us.

MR PETERSEN:  Would I be right in thinking now that that is really a business decision to do with what you might handle in-house and what you might outsource?

MR NEILSON:  No, I do not think so, I think it is just, I just think it is a risk factor that trying to control 460 stores like that is a nightmare, absolute nightmare.

MR PETERSEN:  Now, we have considered this hypothetical scenario where you have accounts with a number of acquiring banks, would I be right in thinking that nevertheless there will be card transactions that involve banks with which you would not have an acquiring relationship?

MR NEILSON:  That is correct.

MR PETERSEN:  So it would remain necessary to have some switching arrangement, even in the best of all possible scenarios?

MR NEILSON:  I think in reality though, if we look at the, I mean we have taken our figures on, we know exactly what business we do with each bank, on values and transactions, where I can tell you exactly what the volumes are between Bank A, B, C, D and E.  There is a huge, huge gap between the big four and the rest, massive, it is not even in the same ball park.  I mean, I will give you an example, we run an internal card, a Shoprite staff card, that staff can use, we are doing about 170 000 transactions a month or something.  If I take the big four banks, the big four banks and I put them down, Bank A, B, C, D, in order of number of cards and value that are processed, the next highest volume card that I process is my staff card.

So down below that big four line is really rats, I call them rats and mice quite honestly, the industry is not very nice to … (indistinct).  But they are, the volumes are actually, if you take Amex for example, if you take Diners Club or if you take Capitec cards and that sort and the volumes are really minuscule, compared to the big four.  

MR PETERSEN:  In the situation as it exist at the present time, are you obliged to obtain services, whether by way of switching or by way of communication and processing through your acquiring bank, which you do not actually need, but you are required to have them?

MR NEILSON:  No, I do not think so, we, I mean our system is running to our specification, our requirements.  If we, there might be times when somebody might say listen, they want additional connectivity, when you want to put additional lines, because we think you would have better security, we might weigh it up in pros and cons and we would go and do it.  But we do not really do anything from a processing point of view and I am not talking about EMV compliance, I am not talking about that.  I am talking about from a processing point of view, everybody runs really according to our spec, so we tell them, they do not tell us really.

MR PETERSEN:  Within the system or the infrastructure as it is operated at the present time, you are not required to take any service that you do not need?

MR NEILSON:  That is correct, yes.

MR PETERSEN:  And your argument is that the system itself could well be differently run, with resulting advantages for retailers and for customers?

MR NEILSON:   That is correct.  

MR PETERSEN:  And if you were to, from your experience, identify what is the reason or combination of reasons why you cannot get the change that you want, how would you describe that?

MR NEILSON:  I would say it is first based on what I said in one of my slides, that they are still applying the rules from five to 10 years ago, to what is happening at the moment.  That is really what I think it is, I think it is, they have got traditional systems that are sitting in the back end, this is the banks I am talking about and possibly like within the bank for example you have got an issuing section which is responsible for profitability and an acquiring section, which is responsible for profitability.  And everybody is trying to make their money and the one will not give and the other one will not give.  You have got a huge amount staff involved in those operations, you have got people who have been there for ages doing the same thing.  Right, I just think it is a mindset shift that has got to happen. 

MR JALI:  Mr Neilson, I have just got one or two questions.  I still want to go back to the question which was asked by Ms Nyasulu about the failure to use your collective power in advancing your position as retailers.  Has it got anything  to do with the fact that you are also competitors amongst yourselves?

MR NEILSON:  Mr Chairman, I think the SARPIF really has been a very, very good forum for retailers, in order to understand each others' problems.  And I mean SARPIF's main mission is to deal with anything as far as payments are concerned.  Now, when we meet with out competitors we talk about problems and issues which concern us, we do not talk about rates and we do not talk about competitive edges and we do not talk about things like that.

MR JALI:   But I would have thought banks are issues who is concerning.

MR NEILSON:  Yes, but we could not talk about rates, we just, we do not talk about …  we can talk about problems that we might have, so for example we could discuss EMV charge-backs for example and they could say, well listen, they have got a problem with this, have you got a problem with it.  And then we can jointly or individually go to our banks, because we do not use the same banks, to say listen, we have a problem here we need to address.  And I think that, you know, as I said earlier, it is like chipping away.  You know, you might say we have got big bargaining power because we do R32 billion turnover a year, but if you run into a brick wall and somebody says listen, we cannot do better than that, I mean the argument always is, if you talk about rates, for example, the argument is always interchange.  And sorry, we cannot negotiate anything better than you, because that is what the interchange is and we cannot change it.  

So that is as far as that is concerned and then as far as the sorting and sourcing is concerned, multiple acquiring, that I think is just probably think that they threatened it.  I see their existing structure is going to fall away and that is why they do not actually want to go there.  I was actually hoping that one of the banks would actually break rink and say okay, we will do it for you at this rate, because that would just cause the house of cards to come down.  And I mean, if I might introduce something, I believe one of the banks the other day came up with the question as to, well, they are promoting the removal of Saswitch fees, which is going to save the consumer and the industry millions and I am saying that is absolutely marvelous, how about we abolish interchange fee, it is the same thing.  It is the same thing, everybody has got their own cost structures and what came out of, I think Mr Herzfeld presentation also, was that some banks are more efficient than other banks.

Bank A can be super streamline and Bank B can be a monolith.  Bank A can be responsive, Bank B can be unresponsive.  And what they are doing is, they are taking all of that combination and say, I have got all these efficient banks and these inefficient banks but there is the line which is 1.71.  

MR JALI:  Secondly, I just want to just make sure that we have our exhibits correctly.  Is it possible for us to get a copy of your slides, presentation, we will provisionally accept that as Exhibit "S".  And then lastly the one, the last request I have for you is, will it be possible to break down your turnover?  You said about a R32 billion organisation, will that only be South African turnover or that includes, I know you have got operations outside the country.

MR NEILSON:  No, that will only be local RSA operations, because we do not have switching out side the RSA …

MR  PETERSEN: (cont.) ... in particular credit card customers.  It seems to me the premise for that conclusion was the cash handling is cheaper actually than card handling, which is a point you made a little later in your presentation.  Will you be able to substantiate for us in the course of a further engagement with you?

MR  NASH:  Certainly, we can do that.

MR  JALI:  Thank you Mr  Nash, thank you very much for coming.  We do not have any further questions for you, thank you.

you, thank you.

MR  NASH:  Thank you.

MR  JALI:  Mr  Frank?

MR  FRANK:  Thank you Mr  Chairman, I think it will be appropriate to break for lunch now and we return at 13:30 and we will take the consumers from 13:30 until 14:30 and then Standard Bank will come in at 14:30.

MR  JALI:  Is it not possible to deal with the consumers now until we break whenever for lunch and come back at 14:30?

MR  FRANK:  That is another alternative Mr  Chairman.  I can, some of my colleagues had an early start, so ...

MR  JALI:  Mr  Frank, are the consumers ready.  Is it possible for us to carry on if they are ready, rather, then we break for lunch a bit later and then we have to connect Standard Bank at 14:30?

MR  FRANK:  That would Mr  Chairman.

MR  JALI:  Oh, if they are ready then, let us carry on.

SPEAKER:  Good afternoon commissioners.

MR  JALI:  Welcome again, you are here to represent the consumer groups and welcome to the rest of the team.  The floor is yours.

SPEAKER:   Thank you, Commissioners, thank you Chairperson.  My job is merely to introduce the persons who would be making input today.  As you know our Financial Sector Campaign Coalition made submissions in Pretoria, the phases are different but the passion is the same.  I would like to introduce to you, at my extreme right Mr  Victor Saccl who is the general, sorry, Victor Botha from the Sibanye Saccl, Savings and Credit Co-operative which is the part of the Savings and Credit Co-operative League.  He has a separate presentation to you.  

Ms Machella Naidoo who is here with a team of Black Sash staff.  Machella is the Director of the Black Sash.  With her is Cape Town Advice Office staff person, Ms Lindeleka Madyosi and a visitor who is a social beneficiary grantee, Ms Nomzekelo Mbambo, who will be testifying about her experiences as somebody who receives child support grants.  The flow, with your permission, is theirs.  We would start with Mr  Botha.

MR  BOTHA:  Good day Mr  Chairman, ladies and gentlemen of the panel.  My name is Victor Botha and I am the Manager of the Sibanye Cape Savings and Credit Co-operative, which was started in 1990 at the factory, because at that time we did not have any access to financial services, loans etc.  So the workers have then decided to do something to help themselves and that is how our Saccl started, Savings and Credit Co-operative.  So,  it grew quite quickly because the workers liked the idea of savings and in an organisation where they have a say in the matter, and we grew to such an extent that we expanded outside our factory, and from 1990 to 1994 we grew from five factories and from 1997 we grew to 26 factories that have members that belongs to the Savings and Credit Co-operative.

We have, and we still receive a lot of support from unions, like the Metro and Numsa Union and we also attend their local and regional meetings to make presentations and to tell the workers about what Saccl is.  In 1997 I became the full time Manager of the Saccl and we grew, we still grew, and then the demands for our product and services grew quite dramatically and we gave our members loans for different types of things, like housing improvement, furniture, cars, enterprise loans and more.  But between 1998 and 2000, when there was a slump in the metal industry, it had a severe effect on our membership and we lost almost 50% of our members.  

We were able to open up common bond and to sustain ourselves and to continue services rendered but with some difficulty, and we because we see the need for affordable financial services, but with limited resources and access, we were able to service our members.  In my submission today I want to extend on the written testimony given in Pretoria and also provide some additional information which in our view is critical and it is necessary for the Competition Commission to consider, given your terms of references.  I would also like to make some comparison of how ordinary consumers are exploited because they do not have a better alternative where they want to do their financial services.

Sibanye Cape is a member of the Savings and Credit Co-operative League of South Africa and this is the legally recognised and recollected entity for the purpose of saving together and lending to each other.  And in other countries such structures are commonly referred to as credit unions, so in countries, in different countries credit unions but it is the same as Saccl.  It is common for credit unions to have access to the National Payment System and to offer a wide variety of services and benefits to their members.  

Saccl is a national association and it is legally registered with the ...  co-operative in the Department of Trade and Industry ...(rest of Mr Botha's presentation not recorded.  Black Sash presentation was also not recorded )

MR  JALI:  Good afternoon ladies and gentlemen.  In particular I would like to welcome Mr Jaco Maree together with the rest of the team from Standard Bank.   We will leave it in your hands to introduce the rest of the team.  Mr  Maree?

MR  MAREE:  Thank you very much, Judge Jali and your team.  On behalf of Standard I would like to say we welcome this formal inquiring into competition in banking in South Africa.  We think a structured and informed discussion around issues regarding competition in banking will be helpful to all the stakeholders and that a lot of the informal debate that has preceded this on these issues, has created misconceptions concerning the South African banking industry.  And we think that this enquiry affords us the opportunity to shed light on these issues insofar as that pertains to Standard Bank.

We also believe that any answers to competition in our industry will be to the advantage of all our various stakeholders.  In our submission today, you have a copy of the presentation before you and we will distribute it to interested parties afterwards, we address the key issues of concern as expressed in the panel’s terms of reference that have been raised with regard to competition in banking.  Firstly, customer charges in retail transaction or banking.  Secondly, access to the National Payment System, and thirdly, our issues around the payment system.

We look forward to answering questions that you may have after our presentation, and we may indeed elect to reply to questions in writing, to consider properly rather than necessarily respond off the cuff.  The team that we have here today, in the center is Sim Tshabalala, CEO of Personal Business Banking, all of this falls in his ambit.  He is the CEO in South Africa of this business and he will be doing the presentation today.  On my right, Ian Sinton who is responsible for all issues around competition and he is the senior legal advisor in the group.  To Sim's right, Brian Le Sar, who is our expert on the National Payment System and to his right, Keith Fuller, responsible for Retail Banking and Products and Pricing and Nicky Corbett who is driving the presentation.  So with that, over to Sim.

MR  TSHABALALA:  Good afternoon Sir.  The agenda that we will be talking through is driven by the principles that Mr  Maree has just set out for you.  The first issue is the overarching issue in respect of competition in banking.  We will then turn our discussion to bank charges and focus particularly on pricing and the way in which pricing is set at Standard Bank, and the effect in has on the consumer.  Next we will deal with the vexed issue of penalties.  The next item on the agenda will be the National Payment System issues and we will deal with those issues before we deal with access to the National Payment System.  

We will discuss inter-bank interchange, we will discuss the carriage fee and we will discuss multiple acquiring and sort at source.  That will naturally lead us into some of the debates that relate to access to the National Payment System and the risks associated with it, precedent to which we will draw some conclusions and make some recommendations.

I am now going to talk to Slide 4:  In so far as competition in banking is concerned, we would argue vehemently that we are not dominant in any of the markets we serve.  We do not hold anywhere near 45% of any of the markets, whether they be measured by products or by customers, nor do we hold any market shares between 35% and 45%, again whether that be measured by customers or by products.  We do hold close to 35% in several of the markets and we will discuss it further, but we would argue that we do not have market power, nor, if we do have market power, do we abuse that market power in any instance.  

We will illustrate that by way of illustrating the expense and the ease with which customers can switch.   We do not collude, we do not talk to any of our competitors in respect of how we should be setting our prices.  However, as you see in Item 5, there is the discussion of multilateral setting of pricing  and that has to do with the manner in which interchange is set, because it is at the centre of the notion of interoperability, that is so fundamental to the operation of the National Payment System.  

We will try to illustrate that we are transparent in our charges, by way of giving examples and describing the processes that are used in setting the prices and the way in which these are communicated and the way in which these are explained to the various customer bases.  I am now moving on to Slide 5: We now turn to the second item on the agenda, which is pricing and penalty fees.  If we could move on to Slide 6:  Our pricing principles ensure that our prices are simple and transparent.  And so if I may use an example, when we get the process of pricing going, whether it be by way of product design or doing the yearly reviews of our pricing, we focus on the first and fundamental principle which aims to make the pricing simple.

And so, by the way of example, in the case of Mzansi and E-Plan Product, which is aimed at people in LSM, between 1 and 5, we do not have what is referred to as "ad valorem pricing", because the idea is that the price should be simple and easy to understand.  And the principles that drive the differences in the various prices for the various activities, are also simple.  So the pricing, we keep flat as oppose to having ad valorem pricing.  In the case of the middle market, we will speak later about the notion of bundling, and the idea there is for people who are transacting a lot, it is easier for them to budget, if they know what the set and fixed price will be, and so in that case, we have bundle pricing and we try to make sure that people clearly understand what that means.

We are transparent in this respect, in the sense that, we have got branch staff as well as the head office who are taken through the pricing, to make sure that the explanations they give to the customer base, whether it be at the branch or if people phone the head office, that they will get the same types of answers.  Indeed, in the Fin Week Study, that was published earlier on this year, the comments were made by the authors of that study that the method in which prices are set out and explained at Standard Bank, are easy to understand.

We train our staff in the call centres so that they are also in a position to give these kinds of explanations.  We place our prices on our internet, so that people can have access through electronic means to check our pricing.  We have pricing calculator on our web site and so the list goes on of things that are done.  In setting the prices for the various products and the customer bases, we make sure that these are aligned with customer value.  So the customer must see the value being generated by the product and be happy to pay the price for the value that has been created for that customer.

We are competitive and we will illustrate that to you, in both the low-income market as well as the middle income market, to show the levels of price differences.  Indeed, there are instances in major products where the pricing differences are multiples between the various banks.  We support… We make sure that the principle support business objectives of balancing stakeholders needs, and the intractable balance here is between the needs of the customer on the one hand and the needs of the shareholder on the other hand.   And we are in that dilemma constantly and our principles try to make sure that we meet that balance.  

We are now on to Slide 7:  The debate will be about costs and we would submit that costs are but one of the factors that are considered when reviewing pricing.  They are not the sole one and indeed they are not the decisive one.  The prices are set based on a disciplined governance process that goes throughout the organisation, and culminates at or about November, towards the end of November of each year.  And that process requires us to go through a whole series of factors in trying to arrive at those prices.  

So we look at customer needs and life stage.  So, by way of example, the pricing that a youth customer can reasonably expect, will be different to a middle income customer who is close to retirement, and the pricing principles take account of that.  We look at competitor activity, the products that they innovate and the pricing of those products.  And so by way of example, one of our competitors is speaking quite articulately in the public domain in respect of Islamic banking, and how they would be pricing in that instance.  We would need to consider what products we would offer in response to that and at what price and how that pricing ought to be set, having regard to the needs of that customer base.

We have regard to market share.  In some markets we are dominant, such as in card, why I use the word dominant, it is not the right word to be using, but we have..we are a leading market shareholder in cards, whereas in other markets, we are out and out elabarred.  And so, having regard to those different market shares, we have to consider how to price appropriately.  We price for new products and also for existing products, based on the way in which customers could meet their needs by using products of a similar nature and so we have to take account of how those products of a similar nature are priced.  

We price according to shareholder expectations.  Shareholders expect a sustainable return on the capital that they have invested in our business and in our pricing we have to take account of that as well. We have regard to regulatory, economic and social factors and partnerships and relationships that we have, not only with government but with organs of civil society and the interest and demands that organs of civil society and government have on our business.  We have regard to channel usage, we look at value and convenience and cost recovery is a factor, but as I said, is not a decisive factor.  

The point we will make in due course is that costs are relevant, but the vast majority of our costs are fixed as opposed to variable and so we do not determine our pricing on the basis of marginal costing, because it would not be appropriate in a business, such as ourselves.  I am now moving on to Slide 8 – And so we turn to, are we in a position to force customers to stay with us?  Do customers stay with us, and if they want to move, at what cost do they move?  A study done by Genesis Analytics for us, concludes that costs of switching at Standard Bank are low.  For example, used here is the example of the transactional products and you will see that the ratio of switching is at 20%, whereas compared to similar products in the EU, it is at 9%.  

The ratio that we used here is the European Commission one where we take the total number of new accounts opened during the year and we add to it the total number of closed accounts.  We divide that by two times the number of accounts at the beginning of the year, to give you the figure. It is a test of churn and illustrates the extent to which customers are opening and closing their accounts.  It does not necessarily tell you why they are doing so, and it is a matter we will get back to a bit later, but it is an illustration of it.  In this regard, because switching is so high, banks have got teams and structures that attempt to preclude, by offering the right of kinds of offerings, to reduce the levels of churn.

And so in our team, in our business, we have got teams in call centres that phone customers with, whether or not customers are leaving because they are unhappy or whatever the case may be.  Other banks too have got teams that try and switch our customers because it is an important way to gain market share, by switching your customers.  And so it is fiercely competitive as a consequence of that and notwithstanding that, the levels of churn and switching are high.  If we could turn to Slide 9, that slide illustrates the levels of churn and switching in a range of products at Standard Bank.

It can be as low as 11% in the middle income for transactional products and can be as high as 46% for term and notice deposits.  The costs of switching, switching costs, we have calculated as we say, what is the net present value of the costs that the customer will incur in a period of three years, because that is the average length for example in a transactional product.  What is that cost and we then check what is the percentage of that, of the costs of that customer switching.  Those costs are costs of the direct costs that they would incur at the bank as well as travel costs as well as the costs that it will cost them to leave their job for a while, in order to be at the bank to get the switching done.

And that percentage ranges from 1% in middle income transactional products to 3% in credit cards, to 5.9% in home loans.  And so the cost of switching we would submit, is low.  All a competitor has to do is offer a customer 3% lower and our customer will move, is the point.  If we can move to the next slide, this is an illustration of the same notion of churn in small to medium enterprises.  There too, we would say that churn is quite high.  It we could move to the next slide, which is Slide 11 – having regard to the competitive environment and the forces that we face, our pricing is therefore appropriate.  

Finmark sets the benchmark for what customer charges, reasonable customer charges ought to be at 2% of the customer's income.  In our case, in the case of the Mzansi customer base, it is that R9.28. per month, in E-plan it is at R35.00 per month and that constitutes in the case of the average Mzansi customer, 0.7% of their income, and in the case of the E-plan customer, 1.2%.  And the average here that we are using is the means, so the customer slap bang in the middle of our customer base, would be paying that percentage and that amount.  In fact in the case of Mzansi, 80% of that customer base, the cost is less than R10.00.  

And so we have made the point as well that we strive for simplification in order to be able to retain our customers, the simpler the product set is and the simpler the pricing, the easier it is to retain these customers.  We operate in a fiercely competitive market and it is characterised as we have tried to illustrate, by low switching costs and more importantly, increasing competition from non-banks.  It is easy to draw the inference or to argue that there are only four big banks, but the fact of the matter is that not only do we compete with the traditional banks but we compete with the money markets, for example, and the capital markets on both sides of the balance sheet of the bank and there are associated payments that go with it.

We compete with payment service providers.  We compete with open and closed loop systems.  We compete with beneficiaries service providers and the list of people who are not banks, who are providing payment mechanisms, is large, and we welcome it and we will be talking about ways in which we think it should be dealt with due course.  But the fact is that competition is fierce.  If we turn to the next slide, illustrating the ferocity of that competition, we look at the Mzansi account and we say well, the average Mzansi customer at Standard Bank will pay R9.28 per month.  

Our next competitor, they will pay R7.23 per month, which is a large percentage lower than us.  Our next competitor, they will pay R10.10, which is also several percentages points higher than us.  Our competitor C, they will pay R10.06, in competitor D, R9.17 and then competitor E R11,66.  The price differences are stark and they are large.  If you look at the middle market, the Fin Week Study that I referred to earlier, made this analysis.  They took a middle income customer, a family earning R500 000,00 per annum and they looked at that typical transaction activity of that customer base, and they compared that across the banks.  

Standard Bank's bundled offering at R2.06, sorry R206. it has been a long day Chairman, at R206.00 per month, is multiples lower than its competitors.  If we could move on to Slide 13 – It is alluring to compare what happens in South Africa with what happens in other jurisdictions and those comparisons abound.  We would submit that such comparisons ought to be treated with caution, because they are not directly relevant in many instances.   And one may draw arguments from parallel case which are not particularly useful, if one did so.  Our pricing model in South Africa is unique.  

We rely heavily on fees and commissions because in many instances and in fact a large proportion of our customer base has got lower balances, in which case we earn less interest, and so when you look at the total cost of inter-mediation, the biggest cost for the customer base is going to arise from fees and commissions.  And so in Mzansi, to use Mzansi again, the typical customer, we generate 85% of the revenue from that customer in the nature of fees and commissions.  Compare that to the United Kingdom where GDP per capita is far larger than ours, the balances in those markets are much higher, both at debit and credit, in which case you generate higher interest income.

Furthermore, they enjoy the benefit of float, in which case they do not pay the interest to the customer until a period of seven days for example, and they would use that interest to subsidise the cost of inter-mediation.  We do not enjoy that benefit in South Africa, until for example, that kind of analysis comparison, would not be appropriate.  We have got enormous infrastructure and security costs.  Just focusing on security costs for a minute or two – It  may surprise you Chariman to hear that in Gauteng, in one month in Gauteng alone, 1500 of our ATM's were vandalised.

And not only were they vandalised through people putting in pieces of paper so that they surf and commit frauds, but commercial explosives were used to bomb these things and take them out of the walls, in order to get money from them.  Now we have not publicised that, but that is an enormous cost.   Our input costs in certain categories are higher when compared to other jurisdictions.  So one has to be careful when one debates this and compares to other jurisdictions.  If one uses other examples, in Malaysia they rely on their pricing principles that are driven by minimum balances and so you have to have a minimum balance of an equivalent of R1 700,00, whereas we don’t have levels that high in South Africa. 

If we could move to Slide 14 – the matter of penalty fees is vexed, it raises a whole host of issues that are on the one hand economic, but I guess also have to do with the social issues in South Africa.  Notwithstanding that, we would argue strenuously that fees are appropriate.  They are part of a contractual arrangement between two parties. They are typical, not only in South Africa, but in other parts of the world.  Having argued that we shouldn’t use other countries as an example allow me use the United Kingdom again. 

At £35 per unpaid, which is R430.00 in South Africa, you compare that to the South African scenario where the penalty fees range between, amongst the big banks between R30 and R90, the comparison becomes quite interesting.  These penalties are imposed in instances where people control, have control over their accounts and have control over their behaviour and they are meant to preclude behaviour that may be argued to be inappropriate.  However, one cannot say the same thing in respect of customers who are not in control of what happens to their account and the classic example is where the salary credit goes in at the wrong time and the banks, whether they be debt collectors or insurance companies, hit that account several times, in consequence of which the customer is penalised, where that has happened through no fault of their own, or, where customers are not in a position to fully understand the consequences of what happens to their account.  In those instances we would say that it is appropriate not to charge penalty fees.  Having regard to that, we have decided that in our Mzansi account we will not be charging penalty fees for the first two debit orders, unpaid.

In the event that the customer has more than two, it is an indication to us that the customer ought to be holding a higher order account and they should not be transacting through such an account.  In that case, we impose two penalty fees on top of that, so the first two, if the returned debits happen, we will not charge, pursuing to that, we will charge.  The vast majority of our Mzansi based does not have more than two debit orders and so it is likely that those people will not be penalised.  We as always I think are open to further debate and discussion on this one, but this is the view we have taken and we will be executing it.

If we could move on to the next slide. We now turn, having spoken about penalties, to National Payment System issues and focus now, Nicky, if we could move to the next slide, Slide 16, on interchange.  The debate in respect of interchange and carriage fees arises, I guess, in many contexts, but is related to that argument that you made earlier on of the importance of inter-operability in the South African system.  It is necessary and this comes from the BIS, 14(4) Principles from the National Payment System Act, and the rules and regulations that follow from it, that interoperability is necessary.

Machines, computers, need to be able to talk to each other throughout the system, so that customers of various banks can be able to transact across systems.  It is a fundamental tenant of the way in which our National Payment System is built.  Interchange is the price paid for the use and the value created in those kinds of relationships.  

Using this, the four party model as an example, and using credit cards as an example, we start with the customer who, I guess, would go to a merchant and make a purchase and swipe their credit card there.   Information will flow from the merchant to the acquiring bank, to the switch, to the issuing bank, to check whether or not there are funds and information will be communicated back along the chain and the customer will be allowed to make the transaction.  In consequence of that activity, the merchant will be charged a merchant fee by the acquiring bank. The acquiring bank in turn will be charged a fee in the nature of interchange by the issuing bank.  The issuing bank is paid that fee for the use of the issuing bank's marketing systems, because they have had to market and create the base, the work that they would need to do in the nature of fraud prevention, the provision of the free period, the first 55 days in a credit card you do not get charged interest.  Somebody has to fund that transaction during that period, the provision of collapsing system and therefore that amount is due to the issuing bank in the four party model.  In the three party model, in the nature of the ATM, the customer goes and the customer belongs in this case to the issuing bank, and let us say that is bank A, and the customer swipes and draws money at an ATM belonging to this acquiring bank.  In that instance the fee goes from the issuing bank to the acquiring bank in the nature of a carriage fee.

That is to compensate the acquiring bank for putting in place the plant and machinery and then having to depreciate it, because of the charge for depreciation, for stocking the machine, for doing the debits and the credits and for making the payment and for providing the security and replacing those machines when they get bombed.  If we could on to the next slide, the vexed issue then says, but if you have this carriage fee, what is the commercial reason for it, what is the commercial rational for it.  The argument we have made is that it is fundamental to the ability of various systems and infrastructures to be able to talk to each other, you would therefore need operability, interoperability. 

That interoperability must encourage the providers of those systems to maintain them and to be able to use them.  It creates value both in the three card and in the four card, in the four party models and it is compensation for the use of those systems, and so there is a commercial reason for it and it is fundamental as we have said, to the interoperability.  If you didnt have that interoperability, we would run the risk.  We would submit that new entrants would not be able to afford setting up their own systems, and giving their customers the ability to transact across various systems, if people have proprietary systems, that were not talking to each other.  It would be harder for new entrants to come in.

The interoperability presents undue increases in costs being passed on to customers.  The issue of surcharging, so if you don’t have interchange for example in the three box model, the acquirer in that instance would be in a position to surcharge the customer.  In the four party model, if you didnt have interchange and you let the acquirer and the issue to sort out things between themselves and the customer and the merchant to sort things out between themselves, you would run the risk that they will be surcharging in an uncontrolled manner, without the issuer being able to present or to monitor that surcharging.

If we could move to Slide 18 – As we have said, the alternative is to remove that interchange and let the parties sort themselves out between each other.  The consequences, I have said, would be surcharging.  What would happen, we believe, in the four party model, is that increased costs would be incurred by cardholders.  They would not be able to enjoy the benefit of monitoring by the issuer, in which case, either in the case of the merchant or the acquiring bank, there would be instances of surcharging.  We all know that that is already happening.  Customers are now being surcharged way over the merchant fees or the carriage fees that we are talking about.  

There would be reduction in benefits to cardholders, because people would then withdraw from other people's systems.  They would then not offer customers the ability to purchase at various points, because the machines and systems would not be talking to each other, in which case interoperability would be threatened, as we said, the corner stone of the South African National Payment System’s ability to be internationally competitive.  You would end up with inefficient payment systems, because each bank or each institution would have their own systems, which did not talk to anybody else, increasing inefficiency. 

You would have multiple proprietary networks at the point of sale, instead of one or two points, post devices at the merchant, you would end up with multiples, which would make it difficult and confusing for customers.    You would have proliferation of multiple acquiring.  In the three party environment, the consequences are not similar, but perhaps slightly worse.  You would have instances where, if you are the only bank in the town, you then in a position to be able to enjoy that monopoly and charge whatever you like in that instance.  It would discourage new entrants because of the cost, just the cost of being able to lay out the capital to be able to put these machines in place.  

It would be to the disadvantage of small players, because they would not be able to enjoy the benefits of economies of scale.  There would be price confusion, because you would not have similar prices for similar products, either at merchants or at competing banks' machines. If we could move to Slide 19 – and so if the argument is that interoperability is fundamental to the National Payment System and is one of the fundamental principles that drive it.  If it is also true that the only way, the most efficient way to set these prices is multilaterally as is implicit in our argument.  

What other alternatives are there to setting these prices, other than multilaterally.  Now we would argue that the multilateral approach is the most advantageous, because it is friendly to small…. banks with small volumes and new banks.  Because they are in a position to rely on the negotiating power of the bigger players but also enjoy the benefit of the prices that arise.  It would maintain interoperability because it would prevent people from fracturing and forming their own systems.  It is pro-competitive because it would make it possible for more players to enter as well as to keep the existing players, particularly the smaller ones in the game.  

It restricts the unduly negotiating power of the bigger players.  It minimises price confusion to the customer and that refers to, if you don’t have similar prices set in interchange and you have got a proliferation of those prices as a result of bilateral negotiations, you can expect a great deal of confusion in those price differences.  It is a practical model, it is easy and efficient to put it in place.  In bilateral situations you have the potential for huge price confusion, the converse of what I was saying in respect of multilateral.  Large volume banks will be in a position to exert negotiating power between big banks and small banks.

Smaller volume players will likely exit certain payment streams because of their inability to negotiate the most appropriate deals for themselves.  Interoperability would not happen because people would then set up bilateral clearing systems as opposed to the ones which are multilaterally implemented.  You would have huge complexity.  The best example of this in the negotiations in respect of authenticated early debit orders and non-authenticated early debit orders.  It has been an intractable process, it has taken months, for ever, and still in certain instances there is fairly negotiations, because parties are driving bilaterally and protecting their own interests.

And that is not withstanding the importance, the national importance of ADO and NADO.  If we could go on to the next slide - this being so, we would submit and we would recommend that the best way to give effect to setting these prices in a way that is not offensive to the laws and regulations of our country, would be to do it on a multilateral basis where the competition authorities, the Central Bank, the banks and a third party expert would get together and agree the principles, in all the payment streams, agree the cost components, whether it be fraud or collections or interest free periods, funding periods.

Having agreed those principles, as well as the most appropriate way for the fees to flow, to then determine the appropriate costs and what the level of those costs ought to be, and agree that and set that as the ceiling, that having been set by third party expert, not under the influence of the various parties. And that parties are then welcome to agree bilaterally, and should they fail to agree bilaterally, the default rate be the rate that has been set by the expert.  That has got international precedents and has got features or the best features of the various models that exist throughout the world.  

Should this option be found not to be acceptable, the other option would be to do precisely the same thing but for each of the payment streams.  The trouble with that option is that it suffers the same difficulties as the bilateral model, complexity, time and difficulty of implementation.  If we could move to Slide 21 which deals with the issue of sort at source and multiple acquiring – This debate I think is the prelude to the debate about access and about participation in the National Payment System.  It is argued strenuously in the market that parties or merchants should be allowed to deal directly with issuing banks so that they convert transactions that would typically go through the acquiring banks, convert those transactions into transactions where the acquirer and the issuer are the same person.  

And so the typical example here would be, a customer would go to the business and do the transaction.  That merchant's bank would communicate with their bank, the information would go through a switch, there would then be a netting and settling between that bank and the acquiring bank.  So the amounts due to each other would be calculated, communication from the operator to the Central Bank would happen and then there would be debits and credits to the accounts of the various banks.  In that instance, a fee would be payable to that bank,  as well as fee payable to that bank.

In an attempt to get rid of the fee payable to the switch, BankServ, it is strenuously argued that the merchant must get rid of that step and go directly to the issuing bank, thereby getting rid of the interchange in that four party model.   There are several problems with that proposition.  The first problem is that the risk that arises from that relationship, are not overseen or are not seen by the Central Bank.  The Central Bank will not be in a position to monitor the risk.  They will not be in a position to check whether or not disaster recovery programs are in place, whether or not fraud prevention measures are in place, whereas they are able to do so through that body. 

In addition, in this process, people are in a position to hold float and instead of paying that float over, they are able to enjoy the benefit of it to the detriment of that customer base, and again outside the supervision of the Central Bank.  In addition, the existence of that body is driven on the principles that say it must be under the close scrutiny of the Central Bank.  It has got to have disaster recovery programs, it has got to have it systems being sophisticated and world class, so that you do not produce risk to the National Payment System.

In the event that the volumes are lost there, there are increased costs for the smaller banks.  It would encourage the bigger banks in that instance to then clear between themselves as oppose to clear through that operator.  The consequence of all of that is that it has an adverse impact on the existing National Payment System arrangements and it is something that ought not to be supported.  We understand that the authorities are applying their minds to it with some care and some diligence, but in our submission this sort of practice ought not to be countenanced as a consequence of the risks that it introduces to the National Payment System.

It is also often argued that by having this arrangement, you displace costs that you no longer have this interchange fee that is paid.  What that point fails to recognise is that, having been acquired now by the same bank, within the same bank you have got an issuing business and you have got an acquiring business, and between those businesses people have to cover costs.  Interchange between them will still be paid.  All that will be saved is that fee which in typical transactions is often less than three to two percent.  

We turn now to issues related to access and the National Payment System proper – We thought it might make sense to begin the discussion by saying, in this debate there are various views.  There is a view that says "nationalise the National Payment System".  There is a view that says "let everybody in and let them play", and there is a view that says "no please, keep the status quo".  And our understanding, certainly as Standard Bank, is that the National Payment System is driven by the 14 principles that were formulated by Bank of International Settlements.  It is world best practice and it drives the rules and the regulations and the existence in fact, and the way in which the Central Bank controls the National Payment System.

Our National Payment Systems Act arises from those 14 principles.  We would argue that we understand that it is fundamental that those remain world best practices, because it is good for the country's image, as an international settlement country.  It is the gateway to the African continent by virtue of its ability to have this and in addition, we have been designated as the country to drive the process of the modernisation of payment systems in SADEC, and it is as a consequence of the discipline and sophistication of that system.

The Central Bank in turn, delegates its powers to manage the payment system to the Payment System Association of South Africa.  That body in turn manages and monitors the establishment of payment clearing houses, which are contractual arrangements between the clearing and settling banks.  And the rule and regulations that they have to live by are determined by that body, which in turn is set up by the Central Bank in terms of the Bank's Act and the National Payment System Act.  The payment clearing houses establish operators which are the ones who do the clearing between the banks and do the settlements, and communicate then with the Central Bank for the purposes of making payments.

If we could move to the next slide – You have the customer and the customer belongs to a paying bank and that bank is called an issuing bank.  You have a merchant and the merchant belongs to a bank which we are calling here, the collecting bank and is the acquirer.  The customer needs to make a payment for goods purchased and he makes it to a merchant, and that communication as we said, goes through the operator and having made those communications, the Central Bank, sorry, that system then communicates with SAMOS, the South African Multi Options System, which is, I suppose the Central Bank account of the country, and that account, and the acquiring bank's account is credited at SAMOS, and the issuing bank's account is credited. Did I get that right?  

The one is credited and the other one is debited and settlement has happened.  The point behind the slide is that, it is a hugely complicated and interesting system.  If we can move to the next slide -  The 14 principles, the 14 BIS principles are divided into two.  There is four which centre around the obligations of the Central Bank.  And essentially the Central Bank is to set up a system that complies with international best practice and it has to make sure that the various players in the National Payment System allow the whole system to comply with the core principles and it has to oversee the compliance with those principles.  

It in turn has to co-operate with other Central Banks and with any other domestic banks to make sure that the payment system remains top notch.  If we can move to Slide 26 – There are an additional ten principles and all those ten principles, I guess centre around the obligation to preserve the integrity of the National Payment System.  And all the parties involved in the National Payment System, by virtue of these principles, are obliged to retain the integrity of the National Payment System.

If we could go on to the next slide, Slide 27 – At the very core then of the National Payment System, is SAMOS, The South African Muti Option System.  It is a real time grow settlement system and is at the centre of our economy, and correctly so, again based on the rules and regulations established in line with the Bank of International Settlement 14 Core Principles, that has got the most stringent rules applicable to it.  The core around it is the roles that are played by the clearing banks, banks who receive instructions for payments with each other, sorry it is the settlement banks first, who settle in that SAMOS account, and the clearing banks who clear payments between each other.

Next would be excluded or exempted entities, entities such as the South African Post Office, which is playing in the payment system by virtue of sponsorship, a contractual relationship between itself and Standard Bank in  this case, in terms of which, Standard Bank takes on in effect all the obligations of the South African Post Office, in so far as they pertain to settlement in the National Payment System.  You can then also have agents, agency arrangements where again the agent bank takes on the obligations of the principle, but again the other players in the payment system will see the agent and not the principal as the person who they must look to for payment.

Around that,  is the National Payment System operators that we referred to and we use BankServ as an example.  The point I guess, with this illustration is that the closer we go to SAMOS, the greater the risks, and the greater the stringency of control and oversight from the authorities.  If we could go to the next slide, now BankServ we said was at the outer circle of that set of circles.  Often when people debate the issue of the National Payment System, they often are referring to BankServ.  We would submit that BankServ is only part of that, of the National Payment System, is one of the most important players, but is not the sole player, and indeed, is at the periphery of those concepted rings.

BankServ was originally set up as a utility, in order again, to make sure that you have got economies of scale, going through one system as oppose to several other systems.  It is controlled by the authorities and is tightly regulated and tightly monitored.  There are debates ranging at the moment,  to say well, it is owned by the bank, so why do you not open up ownership.  Those debates continue and we at Standard Bank are open to pursuing that debate further.  Issues of control, one of the issues that arises is, surely the Central Bank should be sitting on that board.  We would be supportive of that kind of recommendation that the Central Bank should be sitting on that Board.

There are debates about its commercialisation, so allow it to do other switching, allow it to play in areas outside the clearing that it has been set up for.  Standard Bank is vehemently opposed to that position, because we believe that that would be introducing risks that would be unacceptable, given the obligations of not only the players who are looked after through PASA and the National Payment System Act, We would be opposed to any such commercialisation.  We believe that it should retain its utility status, generate costs and revenues that are sufficient only for it to be sustainable and for it not to do anything more than that. 

If we move to the next slide, this slide then talks about the unregulated bits of the National Payment System or those activities conducted by people who would like to get into the inner core of the National Payment System.  The current regulatory environment and oversight, there is none.  In this scenario you have got operators and service providers, as we spoke about earlier.  They are in the nature of switches, the bureau's, the beneficiary services providers, the payment services providers. Around them you have got open route payment systems, and so, an open route payment system for example, would be a retailer or a shopping centre that issues payment cards, with the support of a bank and maybe even with the support of one of the card associations.  

People are in a position to make payments with those cards, but they are also in a position to top up and overpay their cards, which would then constitute a form of deposit taking by the relevant institution.  They are then able to make payments at that company's stores and they are also able to make payments at stores outside that closed loop.   So a store card that you can use at various other stores outside the company structure of the relevant store.  Those were the open linked systems.  The issue with them is that they are taking deposits and they are making payments but they are not regulated.  

Likewise you have got close loop payment systems, they are similar to open loop payment systems, except that you can only make those payments within the relevant store or the relevant shopping centre and not outside it.  Associated with all of this,  are the risks that these activities could generate inner cores of the National Payment System and we have got recommendations to make about this.  Many of these people are customers so this is not a case of being sanctimonious.  Many of them are our customers.  They are supported in these activities by us as customers, as indeed is the case with our competitors, but the trouble is, they are unregulated and they create risks.

If we can move on to Slide 30 – This is an example of a PCH, a clearing house.  There are various banks in that clearing house, some of them have got agency relationships with other banks.  Some of them are sponsoring other banks and some of them are mentoring other banks.  These arrangements are bilateral agreements between the various banks, but importantly, they are also multilateral agreements, and the most important principle there is that in the event of one them failing, either because of their customer, or because of their principal, or because of their mentee, or because of the person that they are sponsoring, the other banks have to pay.

Not only do they have to pay in that event, they stand as concurrent creditors in the event of a liquidation as opposed to secured creditors.  The issue to raise there,  is that, that party explains the passion with which banks who are a part of clearing houses, want to protect the integrity of that system, because that failure does not penalise only the various players but, would be penalising depositors and would be penalising share holders in the event of a payment like that having to be made.

Next slide, in closing Chairman, our recommendations in summary would be to say, the authorities have been talking about Vision 2010, and they are in advanced stages of executing it.  We would recommend that they be supported in doing so.  Secondly, all of those players who are in the nature of open loop and closed loop players, ought to be allowed to play. However, they should be allowed to do so as dedicated banks or co-operative banks, as contemplated in those draft pieces of legislation.  And we would submit that those pieces of legislation ought to be promulgated in with some expidition, as a matter of urgency.

In the case of payment system providers, beneficiary services providers and the like, we would recommend that the Central Bank together with the Department of Trade and Industry and other interested parties, sets up the appropriate regulatory framework for these kinds of bodies.  Turn to the last slide?  In that sense, without going through this slide, Chairman, that would actually be executing the principles set out in Vision 2010.  Thank you, Chairman.

MR JALI:  Thank You, Mr Thshabalala.  We will proceed to, I will proceed to ask the panel members whether they have got any questions just for clarification and the record.  The questions are solely to deal with the presentatation just to get clarification on issues which we may not understand.  It has nothing to do with the submissions that Standard Bank has already given to us because we have not had an opportunity to go through those submissions so that w can have a debate on those –those will be dealt with early next year.  

MR MAREE:  May I just make the point to the panel, that there is nothing that we have said today which is not in our submission.

MR JALI:  I assume in your submissions there will be more detail than what … (indistinct) to go into more detail into those.  Right, you may proceed.

MR BODIBE:  Thanks.  Good afternoon.  Can we go to slide number 16 please?  Thanks.  Somehow I am glad you put those slides together and my questions are related to the two models and I am going to request you to give me a perspective as both an acquirer and as an issuer, so that I can at least understand the logic or the rational then you put forward for the interchange.  Now first question I would have is that in that four party model of credit cards, as an issuing bank, what are activities that you undertake to be able to be in a position to participate in that four party system?  Then, as an acquiring bank again, similar question, what things you need to do to be able to be an acquiring bank?  So what I am trying to get a sense of is, what are the effort and cost of issuing and of acquiring, which then leads to the question about how do you justify the flow of interchange?

MR TSHABALALA:  Chairman, I will ask Mr Le Sar to address that question.

MR LE SAR:  Mr Chairman, we would welcome the opportunity to come back in more detail on this, but just to give you a high level glimpse.  From what I understand of the question is, within the four party model, using credit card as example, to talk to the activities of an acquiring bank and then the activities of an issuing bank, viz a viz the various value they provide.  The primary activities of the acquiring bank are fundamentally first of all to manage and assess the merchant's risk.  Thats tantamount you might ask what does that have to do with it, you have all heard about spamming, where numerous fraudulent transactions could just be pushed into the system and driven through under a merchant's record and that could obviously lead to a lot of fraud being incurred by the acquirer.

The second part would be the provision of, in most cases, the infrastructure, so they would provide the nature of the terminals, etc.  In some of the larger merchants that is not the case, the merchants provide their own terminals.  They would also provide the connectivity, either to themselves, primarily or so they may choose to do it through an outsourced third party operator.  So it is really an infrastructure provider to enable the transaction switching to occur and they would do the agreements with the merchant and the various credit vetting in order to sign the merchant up and insure that he would then abide by the various clearing rules.  In terms of the activities of an issuing bank, the issuing bank and the credit card arena would once again, he would do the credit assessment of the cardholder.

And obviously given the new National Credit Act, the owner's obligations on that obviously make that far more extensive.  He would then also provide infrastructure, as in the connectivity pipes, either through a central operator or directly with an acquiring bank, in order for the transaction to flow.  When the actual transaction occurs, the acquiring bank would accept the transaction from the merchant.  They would pass it through a first pass of various vetting, to ensure that the standards are met, that the card is not listed on the hot card notice, it is not a fraudulent card, etc, etc.  If that being good they would then pass it on to the issuing bank, who would then vet viz a viz does the customer have the various funds available, is he good for it and the like.  And they would then do the bookkeeping on that, pass the transaction back to the acquiring bank, to advise the acquiring bank that they are happy that the transaction takes place or that the transaction does not take place.

I think at a high level that should give you enough.  But if you need more information we are more than happy to provide that.

MR BODIBE:  Now under those circumstances, if you were to do a sort of a scorecard, in terms of just effort and cost, between an acquiring bank and an issuing bank, where do you think the heaviest burden lies?

Mr TSHABALALA:  We think that should be on, the burden is on the issuing bank and that is why the fee flow goes in the direction of the issuing bank, that is the fundamental principle of, when we refer to the principles of setting the fee and the direction that that would be the basis of the … 

MR BODIBE:  Okay, I would have loved for you to elaborate, what do you mean by that, perhaps in your subsequent submission you may want to deal with that.  Now then, why are all the costs not then recovered from the cardholder, why is there a need for some kind of a flow of fees between the banks?

MR LE SAR:  Sorry, Mr Chairman, if we could just get clarification on which fees we are referring to.

MR BODIBE:  The interchange.

MR LE SAR:  Sorry, Mr Chairman, just to make sure, so we are talking about the four box model of credit card and the two fees that you are referring to would one be the merchant fee?

MR BODIBE:  No, the interchange, why is it not recovered from the cardholder?

MR LE SAR:  Mr Chairman, if we look at the card model for both debit and credit card, there is obviously benefits of card transactions.  The first main one being that they guarantee payment to the merchant and that is generally under the auspices that the merchant fulfills certain criteria.  For example, does the signature match, on the back of the card match the signature of the customer.  The second part that it fulfils is the reconciliation, the ease of it, the ability for the cashier to cash up, etc, viz a viz counting tremendous amounts of cash.  That being said, if you then look at the credit card model, the main, one of the main features that come out of that is obviously the ability of the merchant to strive and achieve additional sales, that the customer would not necessarily have done, had he just been carrying the primary transaction mechanism such as cash, cheque, credit card, when those expensed he would then move onto credit.

So there is a benefit that moves to the merchant.  In the credit card model the customer would pick up the cost of that credit and that would be the onus upon which compensation would be retrieved from the customer, looking at the broader picture.  So there fundamentally different propositions between credit and debit card.  Credit card being to drive additional sales at the merchant and secondly the customer then picking up the credit card aspect.  So hence to be charging the customer a transaction based fee on top of the credit interest fee that he would be picking up, would be tantamount basically to driving down the utilisation of that product.  So in this case most of the benefit moves to the merchant and hence the merchant would then pick up the fee in terms of the merchant fee back to the acquirer. 

The acquirer then compensates the issuer, given that the issuer does not receive a fee for the actual transaction to occur.

MR BODIBE:  And is this statement about additional sales empirically substantiated?

MR LE SAR:  Mr Chairman, if we may investigate that further and come back with the detail of some specific studies in that regard?

MR JALI:  Mr Le Sar, I just wanted to raise one other aspect, which is a follow-up to the question by Mr Bodibe.  In your explanation, I don’t seem to hear you talking about the fact that there is actually a card fee, which has been paid by the customer.  So basically there is double dipping, if I may put it that way, in that there is the interchange fee, plus there is a card fee, which the customer pays every year, if I am not mistaken.

MR TSHABALA:  Chair, the two fees are for two different things.  That two fees are for two different things, the fee that is under discussion now is for transacting, the card fee is for the maintenance and the right to use, and the continual issuing of statements, the marketing associated with the card and so forth.  So the fee that we are talking about here, that is driven out of interchange and that Mr Le Sar has referred to, is about the processing of transactions, whereas the fee you are referring to, Sir, is in respect of the right to have the card, the quid pro quo for having the card.

MR JALI:  Indistinct

MR TSHABALA:
Yes.

MR BODIBE:  Now, still on that slide, this morning the retailers were arguing quite emphatically that credit cards must be distinguished from debit cards, both in terms of what, the nature of the product themselves.  What is your reaction to that argument?

MR TSHABALALA:  Chairman, again, we will give you a written submission in more detail.  But at a high level, a debit card is simply a payment instrument, so it simply allows you to pay.  A credit card and this is the case the world over, is a combination of a payment instrument, as well as a credit instrument.  So it has got two components to it, whereas a debit card only has one.  

MR LE SAR:  Sorry, if I may just add to that, but fundamentally the retailer's argument is that a credit card and debit card are very different instruments.  As I pointed out earlier, if you look at the benefits of card transactions, which relates to guaranteed payments, it also relates to the ability to do easier reconciliation etc, that would be inherent to both projects.  Then to Mr Tshabalala's point, thereafter the one would have been inherently underpinned by credit and the other one underpinned by the normal transactional based account.  So fundamentally, at the one level they are exactly the same type of instruments, it is then the risks relevant to them would be different.  

MR BODIBE:  Is a debit card not as good as cash?

MR LE SAR:  In what manner?

MR BODIBE:  Certainty of payment, because credit you are still providing some loan, whereas a debit almost, supposed to operating as cash, because that depends on the bank balance of the client as well.  So I am just trying to understand what will be the payment guarantee there, because there is no credit being advanced, it should be as good as cash.

MR LE SAR:  Debit card you could state is near as good as cash.  If you have cash in your hand you clearly have, payment has been fulfilled.  Debit card has the underpinning electronics and the clearing and switching and then settlement that occurs with it.  So it has a slightly different slot, however in terms of the risk base, if you compared it to credit card, which would be signature based, debit card would be pin-based.  So generally the customer would have entered his pin, but that is still open to fraud.  It is quite, you see it in the paper everyday around card scheming, where with the devices are available, that they would either do it at the ATM, to Mr Tshabalala's point around shoulder surfing and obtain your pin.  Once they have that capability they would take the card to the merchant, key in the pin, do the transaction, to which the cardholder would then later dispute the transaction as a fraudulent one.  

So no, it does not quite have the same hundred percent guarantee that you would have if you receive cash.  

MR BODIBE:  You will agree it is slightly different to credit cards?

MR LE SAR:  Definitely and I think that is reflective if you look at, if I think, in terms of the pricing that goes with it, especially if you took the interchange rate where debit card would be sitting at a 0.55, viz a viz almost three times higher rate of 1.71 in the credit card arena.

MR BODIBE:  May I please take you to slide number 21?  Do I understand your submission to be suggesting that Standard Bank is opposed to sorting at source?

MR TSAHABLALA:  Yes Sir and we state so in our submission as well, the written submission.

MR BODIBE:  Now if … if a moment we disregard the sorting at source and I am trying to understand the logic of your argument in respect of “on us” transactions, because ultimately this is, as I understand it, these retailers are trying to convert almost all the transactions into “on us” transactions.  Now if you have an “on us” transaction, what is the level of supervision that the Reserve Bank have on a bank?

MR TSHABALALA:  They have a great deal of supervision, Sir.  The difference however here is that the aggregation of the payments happens outside the supervisory process. So the transaction, the movement between the merchant in our picture and the issuing and going to the issuing bank, is done in a way where there is no proper supervision, where there is no proper, well arguably, outside the oversight of the authorities and that is the fundamental issue.

MR BODIBE:  So in the case where both the merchant and the cardholder are your customers, you will do all the vetting and on top of that then issuing a relaying message back to a merchant that the customer is good for the card.  So what is the role of the Reserve Bank in that, when you are still engaged in that activity of vetting and giving the go-ahead?

MR LE SAR:  Just to look at the regulatory requirements that a bank would need fulfill.  Even in a deemed “on us” transaction, the terminal certification would need still to occur in terms of the PCH, the Payment Clearing House rules, which is an extension driven by PASA.  So there is definitely that oversight in terms of the vigour of the system, at least from that element between the bank and the merchant viz a viz the transaction capability.  

MR TSHABALALA:  If I may just add, Chair, the fundamental difference also there would be, the members of the clearing house have got obligations in respect of putting up of capital, putting up liquidity requirements, they have got obligations to comply with FICA, PHASE, whereas if that process is outside that oversight, you then increase the propensity to have those kinds of risks associated with FICA and so forth and indeed, the additional potential of failure in that process.  If I may just add one additional point, that in the example where you have got the intervening acquiring bank, if a fraud is perpetrated here, that bank takes responsibility, whereas in this scenario it is not quite clear who would take the responsibility.

MR BODIBE:  And then in the scenario where it is just the merchant and the cardholder and the acquiring bank, who takes responsibility of that, in that vertical relationship?

MR LE SAR:  If you are referring to the normal structure, within that there are clearly defined set of rules, which, as I mentioned earlier, if the merchant adheres to the rules, e.g. compare the signature on the back of the card to the signature that the customer provides, we ensure that the card has not expired, ensure that the signature panel at the back has not been tampered with, etc.  Then in those cases the issuing bank would primarily carry the risk.  If those rules were not adhered to, the issuing bank would in turns of what they term charge-back that to the acquiring bank who, depending on the nature of their agreement and whether the merchant has fulfilled his criteria or not, would either bear the cost of it or pass it back to the merchant.  But primarily the issuer would pick up the cost.

MR BODIBE:  I am sorry, you did not understand my question.  My question relates to a situation where both the merchant and the cardholder, bank with Standard Bank.  So in that situation, because what Mr Tshabalala is saying is that if you allow this sorting at source, there is a possibility that the liability for fraud is not properly defined.  So in a situation where it is just the cardholder and the merchant belong to the same bank, how do you deal with that possibility and liability for fraud?

MR LE SAR:  I seem to understand two questions.  The one is in the current day environment, if a bank is both the merchant and acquirer, the same rules would apply, the bank would just deal with it in-house.  So the same rules would apply, the issuer would charge it back to the acquirer, the acquirer would pick that up.  If you talk to the sort at source model, the reason Mr Tshabalala just mentioned the rules would be unclear, is that nowhere in the world, except in one retailer in Australia does this model occur.  So there are no international, well there is one international precedent, well domestic precedent that we know of.

MR BODIBE:  And am I correct to understand that in both models however, what is similar is the relay of payment instructions to issuing banks, to test or to check whether a client is good for the card that they are presenting?

MR LE SAR:  That would certainly be the case once the underlying agreements have been done.  But fundamental to this would be that somebody, which is generally acquiring bank's role, would need to assess the merchant's risk and sign the merchant up.  Similarly on the issuing side the issuing bank would need to assess the cardholder's risk and manage that in an appropriate manner, in terms of the National Credit Act, as that comes through.  So on both sides it is far more than just the switching.  Once that has been established, then under those set of rules participants would transact.  Without those set of rules agreed upon, no person would trust each other.  It is those rules which creates the trust in the system.

MR BODIBE:  So you main objection to the fact that these new parties are outside of regulation or are you totally in principle opposed to their participation?

MR TSHABALALA:  It is both.  If merchants, which is the point we were making earlier on, wish to act as banks and introduce processes and payment mechanisms that have features that are associated with banking, such as deposit taking or making payments, then we are submitting that they ought to submit themselves to legislation such as the Dedicated Banks Act, in which case they will be properly supervised for activities associated with payments and so forth.  If people want to have relationships with these kinds of organisations that intervene in the payment stream and circumvent that institution, then we say these ought to be regulated through, I suppose a process will happen where discussions happen between the central bank and DTI we are submitting, to control their activities.

Lastly we are saying, this activity as it currently exists, we consider to be undesirable, to the extent that it is, yes, to the extent that it introduces additional risk to the system, reduces the volumes that will be generated in that body, which is currently part of the National Payment System, will cause the banks, if this persists and grows in size, to bilaterally clear between themselves to the detriment of smaller players and so forth.  So those would be the natural consequences of taking this argument to its natural conclusion.

MR BODIBE:  Are smaller players not paying more to Bankserv because of the model of pricing or volume?

MR TSHABALALA:  Sir, we do not know what the smaller players pay and perhaps Mr Le Sar could help me out, but what I can say is that we do get volume discounts and I think that is where the question is going.  But the volume discounts are based on the principle that says, the larger your volumes the more cost you displace and therefore the cheaper the processing and you should get the benefit for doing so.  So it is associated with cost displacement.  And indeed, the smaller players, I would submit, would probably benefit from those increased volumes and the existence of the increased volumes in the operator.  Because as I have indicated, the larger banks certainly have the choice to clear between themselves without using a switch, which is not in the interest of the entire system, if that was permitted to happen.

MR PETERSEN:  Thank you very much for this presentation, as well as for your very substantial written submission.  Speaking for myself, I approach this rather as the tortoise than as the hare, so you will forgive me if, whatever I do not cover today I will try to take up with you in the further process of engagements that you very willingly taken part in with us so far and also at subsequent hearings.  Because I am reminded that there are two main lights which have to guide us as a panel in this process.  One of course is the Competition Act, which somewhat constraints our evaluation of what might be good and what might be bad.  And of course our terms of reference, paragraph 10 of which says the enquiry depends entirely on the voluntary submission of information by all interested parties and their willingness to have the significance and reliability of the information tested in cooperation of the panel and its supporting staff.  And I take it that it is in that spirit that you are participating in the enquiry.  Would I be right in that?

MR TSHABALALA:  Yes Sir.

MR PETERSEN:  Because clearly these are very complex matters, very many if not all of the statements made today rest on a considerable body of facts, experience, evaluation, which need to be open to debate, which I say by way of preference to the very few questions that I have proposed to put today.  Now, so that you can appreciate the question or perhaps the main question among the questions that we have to address when it comes to a subject like interchange, is whether this constitutes, whether the existence of this arrangement constitutes a contravention of that provision in the Competition Act, Section 4(1)(b), which prohibits any agreement or consorted practice between competitors, which involves for example directly or indirectly fixing a purchase or selling price or any other trading condition.  And to give another example, involves allocating customers or specific types of goods or services as between those competitors.

And as you will be aware and as you will have then advised, the interpretation of that provision of the Act is somewhat in progress at the present time, involving, to put it very simply, an argument between those who say it means that any setting, mutual setting of prices and other conditions by competitors is simply prohibited.  And others who, like myself and I speak only for myself, consider that when we read it against its purpose and in the context of international precedent, we have to recognise that it makes allowance for the setting of prices, terms and conditions to the extent that that may be reasonably necessary for the functioning of a productive joint venture, for example.

Now let me therefore, for the purpose of asking you these questions, assume, and I stress, it is only the starting point from which I approach it, that one would be loathed to prohibit a setting of terms, conditions, prices and so forth, on a multilateral basis, where that was reasonably necessary to the functioning of the venture.  Is interchange essential for interoperability?

MR TSHABALALA:  In the spirit in which the debate is being held, Chairman, the, perhaps essential you might argue, may well be too strong a word, but the most effective and efficient way to achieve interoperability, the answer would be yes, it is the most effective and efficient way to achieve interoperability, if one accepts that interoperability, the talking of machines to each other, so that payments can be effected and put the Central Bank in a position to monitor and control those payments, interchange would be necessary and the setting of it on a multilateral basis, based on what has happened in other parts of the world, we would argue is the most appropriate.  And our experience on the alternative, which is bilateral, to set interchange, is just unworkable.  And as I tried to illustrate, we have just experienced that in respect of ADO and NADO.  
The consequence of failure to reach these kinds of agreement may well be grid lock in the system.  So perhaps essential, I would not want to state it that strongly, but insofar as it is efficient and effective and gives rise to fairness, we would say is the way or reasonably necessary.

MR PETERSEN:  Thank you.  And just in relation to that, let me emphasise, I am not seeking by questions of this kind to trap you, but rather to direct perhaps our further engagement on these questions along also that track, so that anything that you might wish to, in due course, say by way of amplification of that answer or modification of that answer, I think you would be most welcome to do so.  Because we have no interest in coming to any conclusion other than a sound one.  Now, in that process, perhaps you would be able to address us, I have not had time, given all the very substantial submissions that have come into the enquiry, to read everything in your written submission yet.  So I do not know to what extent you may have dealt with this, if at all, so far.  But my understanding is that for instance in Denmark, Finland, the Netherlands and Luxemburg they do not have interchange, but I would imagine they have flourishing four party card payment systems.

I do not know whether it is something that you are in a position to address today or whether you would want to come back on that.  We obviously will have to investigate that ourselves, so the extent that you can contribute to that investigation, I think we would appreciate it.

MR TSHABALALA:  Chairman, the point I think is that we have not addressed that specific question in our submission and nor have we done the research, as far as I know.  So we would perhaps need to go and look at that.  But of the countries we have had a look at, because I suppose they are consistent with our argument, we have found instances where they have used it.  However, to add, the alternative of course would be bilaterals and it would be surcharging, where you did not have interchange and carriage fees.  And we make substantial arguments in our documentation to say that we would discourage that kind of arrangement.  It is tantamount to the absence of inter-operability.  

MR PETERSEN:  Thank you, I will not pursue that particular question further now.  But I do want to just focus on what I understand where the competition point about interchange and let me confine it for the moment to the four party environment.  It is that the charging that takes place is not located at points where it can be most readily competed away or competed down, but takes place by way of a concealed flow, which is ultimately being passed on to the cardholder customer and to other customers through the retail price of the merchandise, but is being sheltered as a price in an area where, because it is set by agreement, that cannot be readily competed away.  That is as I understand the competition issue in regard to interchange.  Not that there are no costs incurred that do not have to be recovered, it is a question of the structure and location of the charging.  I say that again just by way of background to what I want to ask you now.  

You see, you say that the, if I understood you correctly, that in the four party environment, let us take the credit card, that the issuing bank must be compensated for guaranteeing ultimately to the merchant, the payment for which the customer has tendered his card and …  You nodded, I have got that right so far.  But would it not be just as sound to say that the customer, when he or she goes to the merchant, comes with the guarantee of payment which he or her has procured from the issuing bank, to stand good for the purpose?  So in other words, why not simply treat it as the issuing bank service to its customer?

MR TSHABALALA:  The issuing bank has got the relationship with the acquiring bank, which should be in terms of the relevant payment clearing house agreement, in respect of how it would conduct itself when customers would be wanting to make payments, across each other.  The issuing bank in this instance provides the acquiring bank a service, which puts the acquiring bank in a position to put its machines at the merchants, so that merchants could make payment.  So it is indeed true that there is a relationship between the customer and the issuing bank, but the entire system allows the customer to make payments at banks other than his own and puts him in a position to use plant and machinery belonging to banks other than his own.  

MR PETERSEN:  Certainly I understand that … sorry, did I interrupt you?  Okay, I understand that interoperability is the whole basis of the arrangement, that is why we are calling it a four party arrangement.  But I am merely raising for your consideration and perhaps further answer in due course, that arguments about the banks providing each other with services, I mean there is benefit being derived by everybody from everybody else in this arrangement.  It does not quite get us to the question I want to raise with you, which is why there cant be direct charging down the line from the issuing bank to its customer and down the line from the acquiring bank to the merchant and thereby do away with the need for this concealed extraction of revenue.

MR TSHABALALA:  Chairman, in due course we do need to address the question directly with more detail and with a well-reasoned answer.  The direction in which this part of the debate is going, I would suggest surcharging, which is correct.  I think it can be done where the relationship is simply with the customer and the issuing bank and you let them sort out their issues between each other.  Between the merchant and the acquiring bank, let them sort their issues out between each other and let whoever wants to recover, recover on an arms length basis with no relationship.  The point is taken, that can happen, it does happen in some jurisdictions.  We argue in our submission that the benefits of doing so or the technical benefits of doing so far outweigh the cost and the social cost we would argue, of doing so.  So we would concede that it can be done, but we would not support it.

MR PETERSEN:  I appreciate that answer and it is something which I hope we can pursue with you.  But just to further concentrate in this area, we can move to the three party diagram, involving simply the use of the acquiring bank's ATM.  Personally I am very pleased to see that interchange is not the expression used here, we have got a special name, carriage fee, for the flow which is in another direction.  Because I have been worried that this idea of interchange is being used to describe quite different things actually.  Now coming to that, see we have heard a lot about the benefits of multilateral setting as opposed to bilateral setting.  And that in itself is a very important discussion and everything that you have contributed today, as well as everything that you may wish to add, I am sure we will take very carefully into consideration.  Because we must above all be practical.

But I could not help noticing that you described, and I think it was quite natural for you to do so, that you described the customer in that transaction as belonging to the issuing bank.  And I just want to alert you and perhaps you may wish to respond now or leave until later, but I just wish to alert you to a concern that I have here.  Because it seems to me quite possible that even a bilateral agreement here could be in contravention of Section 4(1)(b).  If it is in actual fact a way of allocating customers between the two banks. Just to hopefully clarify that a little bit.  If I am the customer of your bank and I go to the ATM of another bank, it is not immediately obvious why I should not be treated as the customer of that other bank for purposes of the withdrawal from the ATM, for which I would be charged the amount of the withdrawal, let us say it is R100 and a fee charged by that bank for providing me with the ATM service.  And in both cases the R100 is recovered and the fee is recovered by way of an arranged, by virtue of the card scheme, arranged payment from the issuing bank to the acquiring bank and the corresponding debits to my bank account at my bank.

I can see that there is a switch going on here and there would be some costs relating to that, if it is a, because we are talking about an “off us” arrangement, but it is not immediately apparent why there should be a pricing agreement or an agreement to have me treated as the customer of the issuing bank for purposes of that withdrawal.  The customer of the issuing bank, yes, for purposes of card holding, but why for the transaction?  If it is not something that you wish to answer today, please take your time over that.

MR TSHABALALA:  Chairman, we will come back with a detailed answer.  I understand the question to be, where is the contractual relationship and by virtue of that contractual relationship, who does the customer "belong to", as in this three party model.

MR PETERSEN:  Well, there is this difficulty, Mr Tshabalala, that a contractual arrangement does not decide it, because the contract itself might be in contravention of Section 41(b).  There can be direct competition.  

MR TSHABALALA:  We will come back with the written answer, Sir.

MR PETERSEN:  Finally I would just like to ask some clarification in regard to slide eight and slide nine.  You remarkably were able to fit an enormous amount of material into a very short time, you were only given an hour.

MR TSHABALALA:  If I may be allowed some levity, Chair, our Chief Executive always says, you do not have enough time to be brief, so say little but say it well.

MR PETERSEN:  Certainly it flashed passed me and that is why I wish to just go back.  I am not sure if I misheard you, but I think you said that you include in the calculations for churn new accounts opened, that is one of the factors.  You are nodding, have I got that correct?

MR TSHABALALA:  Yes Sir.

MR PETERSEN:  So if you were to make a big initiative to sign up new customers for new bank accounts, they would add to the figure for churn and be used by your consultants to prove that switching is very easy?

MR TSHABALALA:  That I am afraid I would have to concede is precisely so, if you look at slide nine, Sir, on credit cards.  It is 38% and because of the way the ratio works, there is lots of new cards being opened and that contributes to it.

MR PETERSEN:  Thank you, you saved me from having to go on to slide nine.  But would I be right then in thinking that you have not presented us, and perhaps you are not able to, with figures for customers who closed their account with Standard Bank in order to go and open an account with another bank?

MR TSHABALALA:  In our submission the work underpinning that proposition is to be submitted under confidentiality because it contains competitor information and the panelists will be able to analyse the underlying numbers and how the various formula work and what factors are driving the various ratios.

MR PETERSEN:  Thank you very much.  

MR JALI:  Just for clarity, Mr Tshabalala, once again, you made reference to that formula for churn, you said it was new accounts plus existing accounts divided by two times …

MR TSHABALALA:  It is new accounts, closed accounts, divided by two times accounts at the beginning of the year.

MS NYASULU:  Mr Tshabalala, thank you so much for your presentation.  I just want to make two comments before I go to questions and they are not really specifically for Standard Bank, but they relate, you are the third of the major banks that we have seen.  The one comment has to do with the statistics around churn and the comment I want to make is, churn seems to be a misnomer in the banking environment, as can be demonstrated by the very complicated way that it is calculated and I do believe that it is an international calculation.  In FMCG environment churn means the person said I have stopped using Lux and I am now using Palmolive and that would then be a clear indication of the ability of the customer to switch.  I think we are going to have to find a more definitive way to define switching, if we are going to demonstrate, if we are going to use it to demonstrate that there is competition.

The other comment that I would like to make relates to slide 13.  Where you say at the top, international comparisons should be treated with caution.  And I agree with you because presumably you are saying that because you say our market is very dynamic and then it has its peculiarities.  But then there is inconsistency in the sense that over and over again in actually demonstrating other things you go back to international comparison.  One of those was in talking about the debit order penalties, again you refer to international comparisons and also in talking about BIS, the Bank of International Settlement, I think.  So the point I would like to make is, you know, I think the Xhosas have a very good expression for it, which you would know, which is "sisa eyiphi kumlungu", roughly translated, “which one do we take to the boss.”  

So either the comparisons are allowed or they are not.  If I may then go to slide 14, where you talk about the R31.50 per unpaid item.  Is that per item or is it R31,50 for any two items after the first two?  That slide 14.  

MR TSHABALALA:  May I be permitted to respond to the second comment in respect of international comparisons, just to, we are in full agreement, Chairman, that in that slide we say we caution against international comparisons, because we would say that in many instances you want to draw those with where you can generally make the argument from parallel case, where the situations are the same.  So when we use the United Kingdom, in order to say, let us not use that as an international comparison, is because the customer basis are different, the way in which the cost of intermediation is determined is different.  So one cannot draw inferences about fees and charges in respect of the UK without looking at the entire cost of intermediation and comparing it to South Africa.

So in saying so we are not saying we should reject those international comparisons, we are saying we should make attempts to make them parallel case.  And our submission does deal at length with those sorts of issues and does make international comparisons.  But the point is accepted, we cant have our cake and eat it and cannot say, let us not have international comparisons here but here we would like international comparisons.  And the R31.50 refers to each unpaid, so it is, yes …

MR MAREE:  Just for clarity, on pricing we do have international comparisons in our submission, just in case there is any lack in clarity in our …

MS NYASULU:  Sorry, can I continue, Mr Tshabalala, you are finished?  On slide 18, again this relates to the consequences you say of doing away with interchanging and carriage fees and what would happen.  Surely what has been referred to is what would happen if you continued with the process but you took away the fees?  And if you will just allow me, I am not sure the extent to which we are playing musical chairs with money and I know that you are unable to do a matrix which shows how much you pay in interchange fees, how much you pay in this, how much you receive.  But to the extent that you know within your own bank just how much you receive on each of those items for fees, would you not say that there is some kind of netting of a position to the extent that it really would not make a difference at some point if you took away, if all the banks took away their interchange fees?

And by that I mean, some of these things that you have quoted to justify why those fees are needed, I really, if you like, licence for doing business, if you want to be in play in terms of sending e-mails to other people, you know you got to get yourself a computer, you know you have got to get yourself connected to M-Web, because that is how you get into the game, that is how you play with someone else.  But could you just illustrate to me or respond as to whether you dont think that there is a moving around of money, where the position is virtually net at the end of the day, between what you get paid and what you pay out?

MR TSHABALALA:  The different strategies of the different banks differ.  So the different banks will have different infrastructure and so for example we might be ahead of others in respect of the size of our ATM network, I am just illustrating, I am not saying that that is the case.  And in other instances we may have a smaller customer base.  In fact, as it happens in the example I am using, we have got a large card base, relative to other competitors that have a small card holding base.  They may have a bigger infrastructure as we have got, but they have got smaller customers.  In that instance the way the fees will flow and the ultimate economics will differ from a situation where each of us were, had exactly the same number of customers and exactly the same number of points of representation or infrastructure.

So perhaps again too we could come back with detailed numbers, to show how these things net off, but the intuitive answer is that it does not, it differs by payment stream and by infrastructure.  And without the revenue flowing there would be no incentive for people to innovate and build new systems and interface with each other and so forth.  

MS NYASULU:  Okay and then finally, I hope, yes, finally if I refer you back to slide 21 and I understood that what was being asked particularly by the merchant and retailers, when they referred to sorting at source, was not that Bankserv should be eliminated but that Bankserv should actually come in front, rather than behind some of the activities of what goes to the banks.  Is that really such a complicated thing to do?

MR LE SAR:  Mr Chairman, I think there were two different solutions proposed this morning, the one by SARPIF, which is namely the chairlady’s points around bringing banks to the front. The second one related to the true sort at source, which is the elimination of a sort of interbank type switch operator.  If I can talk to the Bankserv related one, it fundamentally does not achieve the aim of what you are trying to do, the switch fee remains.  The problem that you have is tantamount to the payments principles in South Africa and worldwide, is that the introducing banker needs to carry the risk of that transaction.  So fundamentally what you will be talking about is a transaction bypassing, so it depends on the model, but it is the issuing bank's customer coming through the backbone, directly to the issuing bank via the operator, which means that the acquirer is not fulfilling a lot of the functions that need to be performed in terms of vetting the risk relevant to those transactions.  

But on the bank's side, both the acquiring and issuing functions which remain, so we fail to see how moving Bankserv to the forefront would actually assist in that particular model.  As I mentioned, because both sides of the work within the bank, namely the acquiring and issuing, would still need to be done.  So where the Bankserv sat between a bank doing the acquiring, then the operator and then the issuing bank or it sits in front and just pass the transaction, the bank would, they would then treat is like an “on us” transaction and still do the acquiring and issuing piece, so it would not change the model.

MR PETERSEN:  Mr Le Sar, if I can just follow up on that, something here puzzles me.  In the alternative model, the second of the two that was raised this morning, which is straight forward multiple acquiring, so that every transaction, well perhaps a few, becomes “on us”, well that simply means that the acquiring bank and the issuing bank are the same.  So you still have an acquiring bank standing good as it were for its own cardholder.  So where is the additional risk? That is where you lost me.

MR LE SAR:  The normal risk would apply for “on us” transaction is what we are saying, because you would both be carrying the acquiring risk and the issuing risk on an “on us” transaction.  For an “off us” transaction you would either be carrying the acquiring risk or the issuing risk.  My point is that by moving the operator forward you are fundamentally, ultimately treating it like an “on us” transaction, you are just bringing in an added leg of having the operator in the forefront and hence we fail to see the benefit of the model.

MR JALI:  Mr Tshabalala, we seem to be all having difficulty with this interchange fee, we sort of put it in different forms. Earlier on when Mr Bodibe was asking his questions I also raised the issue, the one point I raised related to the issue of the card fee.  I am just going to be bold in a question and say, what will be the effect of simply removing the interchange fee and solely relying on the card fee to be the sole means of charging the consumers?  The reason being simply that one is trying to be transparent and then people can know what is being charged.  If the issue has not been properly canvassed today, I would not mind if you could include that in your further presentation, which we have all talked about.

MR TSHABALALA:  Yes Sir, we will do that and just to make sure that we understand the question.  The question is, in the four box model, please get rid of interchange and charge the customer?

MR JALI:  Then everybody knows what is being charged.  Because as Mr Petersen was saying, the competition issue is, it ends up being carried by the customers indirect through the goods which they are purchasing from the consumers, from the suppliers.  So basically I am just, if you could probably elaborate on that in your further submission, so that we can be able to address it.  That was one.  And then the other one, I may have missed something, when you were talking at slide 18 there was a reference to the fact that do away with the interchange fee might lead to a reduction of the benefits to the cardholders.  I was sort of trying to recall by the way, what will be the, what benefits are there for the cardholders?  I may have missed it.

MR TSHABALALA:  Chair, I think we will come back with further written submissions.  We addressed the matter partly in our submission, in summary however, Sir, it is in the event that you got rid of interchange, the nab of our submission says that the only other alternative would be to the surcharge.  The consequences of that we argue in summary, are not conducive to competition, they would have an adverse impact on competition and more importantly that have an adverse impact on customers and we will flesh that out in our further submissions.  Yes Sir.

MR JALI:  I would not want to spring this on you, but if you look at page 1 of Exhibit "O", which will be put up on our website in due course, it was a submission made by some of the retired bank employees, it is not yours, sorry, it is not yours. Exhibit "O", which was given by us last week, by some of the retired bank employees.  They make reference to a number of transactions which they allege used to be free in the old days, but subsequent to computerisation they have since been, everybody is being charged for them.  Now the argument they were raising was that they do not seem to understand why that is happening, because when there was computerisation it was said it was to reduce costs.  If you could also address that in your further submission.  We have not seen it, so that is why I do not want to ambush you with it and you are not ready for it.  

Lastly I just want to know from you, First National Bank appeared before us last week and I will say they made a submission which came across as being a very bold submission, saying if all the other banks could come to the party, maybe Saswitch fees should be reduced which will bring back into the economy approximately R500 million per annum, back to the consumers.  Again maybe you are not ready to deal with that, if not, if you could please address it in your supplementary submission, but if you are ready I will really to appreciate to hear what are your comments with regard to that.

MR TSHABALALA:  Chair, we will take the opportunity to address it in writing in detail.  But in summary we find it extraordinary that the suggestion is being made, we do not agree with it, we believe that it is a fee that is out and out in the competitive arena.  It is to be distinguished from debates in respect of the carriage fee.  And in fact it is the carriage fee which requires to be investigated and spoken about.  The fee we charge to our customers would be a combination of the amount that we would have to pay to the acquirer, plus a disincentive for our customers to be using other people's plant and machinery.  And we will say so directly, we have in this instance a high issuing base, so we have got a large number of customers who we’ve issued cards to.  The more they use our plant and machinery the lower the cost of production, the greater the benefits and the better a position we are in to proliferate more machines.  Getting rid of the Saswitch fee in this scenario described and we were not present, I certainly wasnt when the submission was made. 

But if we are to understand that the suggestion is that it either be scrapped or reduced, the consequences, the competitive consequences of that to our system should not be contemplated with equanimity.  Indeed, they do not require a discussion with us to do so, they are welcome to do so tomorrow, it is out and out in the competitive space.  

We need to distinguish that from the interoperability arguments we will be making, which have to do with carriage fees.  So unless compelled we decline the opportunity to have the conversation.

MR JALI:  Mr Tshabalala, Mr Maree, Mr Sinton, Le Sar and everybody else, thank you very much for your presentation and thank you for coming.  We hope you will carry on cooperating with us if we need any other information, so that we could be in a position to reach a practical solution to all these issues, which we have to deal with in this enquiry.  Thank you.  

 (END OF PROCEEDINGS)
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