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CREDIT CARD INTERCHANGE FEES:
ANTITRUST CONCERNS?

WEDNESDAY, JULY 19, 2006

UNITED STATES SENATE,
COMMITTEE ON THE JUDICIARY,
Washington, D.C.

The Committee met, pursuant to notice, at 9:30 a.m., in room
SD-226, Dirksen Senate Office Building, Hon. Arlen Specter,
Chairman of the Committee, presiding.

Present: Senators Specter, Hatch, Grassley, Kyl, Cornyn, Leahy,
and Durbin.

OPENING STATEMENT OF HON. ARLEN SPECTER, A U.S.
SENATOR FROM THE STATE OF PENNSYLVANIA

Chairman SPECTER. Good morning, ladies and gentlemen. It is
9:30. The Senate Judiciary Committee will proceed now to our
hearing on credit card exchange rates and the antitrust concerns
raised by existing practices.

Until recently, the two largest credit card companies—
MasterCard and Visa—operated as joint ventures among competing
banks. The joint ventures MasterCard and Visa worked with mem-
ber banks collectively to set exchange rates. Late last year, a group
of merchants brought suit alleging that when the banks jointly set
merchant fees, they violated the antitrust laws. The complaint al-
leges that the collective setting of interchange rates by banks that
compete with each other to issue cards to consumers constitutes il-
legal price fixing. The higher exchange rates that result are passed
on in the form of higher prices for goods to consumers, operating
as an invisible tax on every purchase made by consumers.

The merchants contended that the substantial overlap between
the banks that are members of MasterCard and those who are
members of Visa precludes competition between the two credit card
companies, and Visa and MasterCard further prohibit merchants
from charging a surcharge to customers who use the credit cards.

The response has been from MasterCard and Visa that the inter-
change fees do not constitute illegal price fixing, and they point to
the case of Texaco v. Dagher. Obviously, whatever is going on in
litigation is a separate matter, and the Judiciary Committee hear-
ings are not intended to and will not affect such judicial action.

When you talk about per se violations and you talk about the
rule of reason, that moves over to the area where Congress has the
authority to modify the standards on antitrust. So obviously the
courts function under the existing rules, but that does not preclude
the Congress from setting new rules on antitrust violations.
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In May of 2006, MasterCard held an IPO to transfer control of
its operation from its member banks to public stockholders, and al-
though banks still own a minority interest in MasterCard, they are
prohibited from owning voting stock, which is a sophisticated and
subtle way of perhaps seeking to solve the problem, or perhaps not,
by relinquishing control.

At the same time, Visa created a Committee composed exclu-
sively of independent members of its board of directors, not the
member banks. And as a result of these changes, Visa and
MasterCard member banks now contend that they no longer par-
ticipate in the setting of exchange rates.

Well, that may be so or that may not be so. It is obviously sophis-
ticated legal work to try to divest control, but in the context of
what has occurred in the past, and in the context of what the re-
sults may be, circumstantially you may have the same result.

I am doing a lot of reading this morning from the memorandum
because this is like working through a maze. It is very complicated
as to how these arrangements are worked out. And we live today
in a plastic world. You do not see money anymore at restaurants.
You do not see money anymore in clothing stores. You do not see
money anymore in grocery stores. You see plastic all the time.

I have only one credit card personally so I can keep it straight.
On the occasion when I do not pay on time, I am astounded at the
interest rate. Just astounded.

Australia has gone to price fixing. I am not suggesting that. But
I note that the Treasury Department succeeded in stopping Visa
and MasterCard from stopping banks from issuing American Ex-
press and Discover cards. When I saw that, I was really impressed
with the power of Visa and MasterCard to stop banks from issuing
American Express and Discover. I thought American Express was
a pretty big player.

Well, at any rate, it is very complicated. I have had quite a few
complaints from Pennsylvanians and I have had complaints nation-
iﬂbl’{ as to what these implications are. So we are going to take a
ook.

I am joined by my distinguished Ranking Member, Senator
Leahy. Senator Leahy?

STATEMENT OF HON. PATRICK J. LEAHY, A U.S. SENATOR
FROM THE STATE OF VERMONT

Senator LEAHY. Thank you, Mr. Chairman, and I want to thank
Vermont State Representative Warren Miller, who came down here
with his wife, Kathy, to testify. Leaving Vermont at this time of
year is not always the easiest thing to do, and I appreciate it. They
have the Elmore Store, in Lake Elmore, Vermont. My first memo-
ries of going in there are when I was about 3 years old, with my
parents, and getting an ice cream cone. I have been there many
times since. I usually drop by and get caught up on the news, and
they let me know what I need to know. I look forward to hearing
from you. It is one of the last of the really quintessential country
stores run by a family, hard-working, that makes it possible for a
community to actually have a center.

Now, Mr. Chairman, you mentioned that not too many of us have
heard about these interchange fees, and that is true. I am still try-
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ing to figure out these fees which retailers pay the bank to process
credit card transactions, because ultimately they are going to be
borne by the merchant and the consumers.

We are being asked whether these fees are too high and whether
they are too high because the associations of banks that handle
credit cards are behaving unfairly in the marketplace. Just this
week, the European Union’s Competition Authority announced that
unless Visa and MasterCard change those fees, they are going to
face an antitrust action. So it is not an issue we can ignore.

The retailers tell me that interchange fees represent an increas-
ingly large portion of their costs of doing business. They tell me
that they are compelled to raise their prices and shift some of that
cost burden onto their customers. And the customers then become
harmed whether they are using a credit card, a debit card, or pay-
ing cash because the prices have to be up to cover the fees that go
along with them.

They also tell me—and I hear this from the Vermont Grocers As-
sociation and others—that they have not seen the rules for the
interchange system. They cannot decipher the complicated billing
schemes of the credit card companies.

Now, there are many benefits to both retailers and consumers
with credit cards: greater access to consumer purchasing power,
more rapid payments, and increased payment options for con-
sumers. In my household, it makes an easy way of keeping track
of what we are spending. But you have to make sure that the cost
of accepting those credit and debit cards does not outweigh the
many possible benefits businesses and consumers should be enjoy-
ing. So we need more transparency.

Mr. Chairman, I am sure it is the same in Pennsylvania. But I
know the livelihood of many Vermonters depends greatly on the
success of our small businesses. We are a State made up of many
small businesses that play a very integral part in the community.
They are part of the whole fabric of our community. I do not want
to see interchange fees force smaller businesses, like the village
store run by the Millers in Elmore, to take a net loss in order to
both accept credit cards and sell the ice cream cones, the Green
Mountain coffee, and everything else that makes a store like theirs
a Vermont treasure, because in many of our towns that is the one
central spot in the town, unless it is town meeting day when every-
body is going to be in the town hall. Otherwise, that is the spot ev-
erybody goes.

So we could say how great the Elmore Store is and how wonder-
ful it is. It is very picturesque. I actually have a picture of it. It
is a very picturesque place to be. But the family also has to make
some money to be able to keep it going.

So, Mr. Chairman, I am glad we are having this hearing, and I
will put my whole statement in the record.

Chairman SPECTER. Thank you, Senator Leahy. Without objec-
tion, your statement will be made a part of the record.

[The prepared statement of Senator Leahy appears as a submis-
sion for the record.]

Chairman SPECTER. Senator Grassley?

Senator GRASSLEY. Could I have just 60 seconds?

Chairman SPECTER. Sure. Senator Grassley, you are recognized.
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STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S. SENATOR
FROM THE STATE OF IOWA

Senator GRASSLEY. For several reasons.

Number 1, I obviously owe you and Senator Leahy a thank you
for holding a hearing because I was part of a group that asked for
it. And then I am embarrassed to say that at 10 o’clock I have to
have a meeting with our Ambassador Schwab on a lot of trade ne-
gotiations that are going on, so I will not be here very long.

Chairman SPECTER. You are still Chairman of Finance, Senator
Grassley.

Senator GRASSLEY. I am trying to be, yes.

[Laughter.]

Senator GRASSLEY. And then thank you, explain that I will not
be able to hear all of the testimony. I am going to stay until 1
minute to 10 o’clock to hear what I can. And then to just, I think,
emphasize what I heard Senator Leahy said and, Senator Specter,
you may have said the same thing about the problems. And it is
kind of a balancing act. I am probably one of the problems because
I hardly ever use cash for anything. I would just as soon not carry
around cash but use my credit card an awful lot for some things
that maybe are not as significant purposes.

But I am just astonished by the number of constituents I have
come to even Washington or Iowa to complain about the very dra-
matic increases in charges that we have had on the use of credit
cards and asking us to look into it. I do not know where we will
come out, but I am glad you are having the hearing so we can look
into it.

Chairman SPECTER. Well, Senator Grassley, I had said that we
are a plastic society anymore and do not see cash in grocery stores
or clothing stores or restaurants.

Senator Durbin, would you like 60 seconds by way of balance?

STATEMENT OF HON. RICHARD dJ. DURBIN, A U.S. SENATOR
FROM THE STATE OF ILLINOIS

Senator DURBIN. Thank you. Thank you for the hearing.

I am glad you are doing this. I am glad we are talking about this.
I hope something good comes of it. We fought for 9 years on a
bankruptcy bill that the credit card industry wanted desperately so
that people would end up burdened with credit card debt even at
the end of bankruptcy. They prevailed, and people now who are
running up these credit card bills for everything under the sun are
now going to carry that debt past bankruptcy for a lifetime.

As Elizabeth Warren has said, we are creating these many little
debtor prisons because special interest groups, credit card compa-
nies, and financial institutions are so powerful on Capitol Hill.

It is unlikely that much will come of this hearing, but I thank
you for having this hearing. It is a chance that the consumers will
have a voice up here, and I think we need much more of that.

I recently went to Reagan National Airport, and I saw a man in
front of me use his credit card for a charge of less than a dollar.
And I said to the woman at the cash register, “So what is the low-
est amount you have ever had anybody put on a credit card here
at the cash register?” And she said, “Oh, 29 cents.” And I thought
to myself this is really out of hand. And when you consider the hid-
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den fees that we are addressing here, this is a tax that everybody
pays. This is a tax, a 2-percent tax on grocery purchases and a lot
of other purchases, that is a being paid over and over at the ex-
pense of retail merchants in Vermont and Illinois and Pennsyl-
vania.

So thank you for this hearing.

Chairman SPECTER. Senator Durbin, let me voice just a slight
dissent. It is not likely that nothing good will come from this hear-
ing. It is not likely.

Senator Cornyn, you were the early bird here. Would you like 60
seconds, or more?

STATEMENT OF HON. JOHN CORNYN, A U.S. SENATOR FROM
THE STATE OF TEXAS

Senator CORNYN. Mr. Chairman, thank you for holding the hear-
ing. I am glad to hear from all the witnesses, but particularly one
of my constituents, Mr. Douglass, from Sherman, Texas, so thank
you for doing this. I look forward to listening to all the testimony
and learning more about this issue.

Chairman SPECTER. Senator Hatch?

Senator HATCH. No, thank you. I am just interested in the hear-
ing.

Chairman SPECTER. We now then turn to our first witness, Mr.
Bill Douglass, who is the Chief Executive Officer of Douglass Dis-
tributing Company, has a record in corporate America with Exxon
and Humble Oil; past Chair of the American Petroleum Institute;
served in both the Marine Corps and the Army; born and educated
in eastern Pennsylvania; and a bachelor’s degree from Muhlenberg
College.

Thank you for joining us, Mr. Douglass, and we look forward to
your testimony.

STATEMENT OF BILL DOUGLASS, CHIEF EXECUTIVE OFFICER,
DOUGLASS DISTRIBUTING COMPANY, SHERMAN, TEXAS, ON
BEHALF OF THE NATIONAL ASSOCIATION OF CONVENIENCE
STORES

Mr. DouGrass. Thank you and good morning, Mr. Chairman,
Ranking Member Leahy, and members of the Committee. My
name, as said, is Bill Douglass, and I am the CEO of Douglass Dis-
tributing Company. And my company, which is headquartered in
Sherman, Texas, as Senator Cornyn said, operates 15 convenience
stores and supplies gasoline and diesel to other retail locations in
the Dallas-Fort Worth area. And I am here today, as said, rep-
resenting the National Association of Convenience Stores, and I
want to thank you all for holding this hearing.

Credit card interchange fees hurt my customers who, in the end,
have to pay for all these charges, and they hurt my business. Cred-
it card fees are now the third highest operating cost for my busi-
ness and for my industry. As a whole, the costs of credit cards are
exceeded only by payroll and rent.

I want to emphasize to this Committee that this market is bro-
ken and something must be done to fix it. The courts have said
that Visa and MasterCard have market power, and I will tell you
that the agreements among their member banks to charge the
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same fees and fix these fees are outrageous. While I am not a law-
yer, I know I cannot agree with my competitors about what we will
charge because it is against the law, and that should be just as
true for the banks.

About 60 percent of gasoline sales are paid for with credit or
debit cards, and this is a staggering number, and it means one sim-
ple thing: I have to take these cards, or I will go out of business.

Visa and MasterCard’s dominance is very similar to the domi-
nance of Ma Bell before the breakup of AT&T, and protestations
by Visa and MasterCard that merchants do not need to accept
credit cards rings just as hollow as someone saying we could choose
not to have telephone service. It ignores how business is done
today. Accepting cards is as necessary as having a phone and other
utilities. The market power and actions of Visa and MasterCard
make this market completely different than the other two-sided
markets the card associations like to talk about. No newspaper, for
example, has the nationwide dominance that Visa and MasterCard
have. And newspaper executives do not meet to agree on the rates
they will charge for advertising. Yet that is just what some banks
do as members of Visa and MasterCard.

Recent changes in the governance structure at Visa and
MasterCard have not changed this basic problem. The Committee,
courts, and antitrust lawyers can debate the legal technicalities of
this system, but from my perspective it makes no sense. The aver-
age convenience store paid about $40,000 in credit card fees in
2005. The same store only made $42,000 in pre-tax profits in 2005.
The fact that businesses in my industry are paying almost as much
to the credit card companies each year as they are making before
they pay Uncle Sam gives you a sense of just how broken this mar-
ket is.

My own fees this year are up 33 percent. And even paying all
this money, I cannot get a copy of the rates I pay or the rules I
must follow. The summaries of the rules on Visa’s and
MasterCard’s websites are clearly inadequate, leaving out hun-
dreds and hundreds of pages of rules. In my industry, the best ex-
ample of this—or perhaps I should say the worst example—is
something called “reason code 96.” This code comes up for retailers
of gasoline and diesel when the purchase exceeds $50 for a Visa
transaction or $75 for a MasterCard transaction. With these high
gas prices we have had lately, exceeding these limits has become
more common. But Visa and MasterCard say somewhere in their
hidden rules that if a gas purchase exceeds these pre-approved lev-
els, they can deny payment to the retailer. This is true even if the
consumer pays and does not dispute the bill. This rule, as well as
its secrecy, is abusive and amounts to a license to steal.

Let me emphasize that this scheme is very unfair to our cus-
tomers. The average American family pays $231 in interchange
and related fees every year, and that is true whether or not the
family even uses a credit or debit card. Because these fees are hid-
den in the cost of virtually everything we buy, even cash-paying
customers ultimately pay for them.

U.S. consumers are paying far more than their share. Even
though our rates should be lower than other countries, just one
look at the charts that we have over here will tell you something
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is wrong here. In truth, this is just a brief glimpse of the problems
with this market. We look forward to working with the members
of this Committee and the Congress to fix this broken market.

Thank you.

[The prepared statement of Mr. Douglass appears as a submis-
sion for the record.]

Chairman SPECTER. Thank you very much, Mr. Douglass.

I am going to yield to Senator Leahy to introduce Ms. Kathy Mil-
ler, who is from Vermont. Senator Leahy told me yesterday about
his plans for August. He is going to be spending the entire month
at the “fahm”—f-a-h-m.

Senator LEAHY. In Middlesex, although I was with some Elmore
folks, John and Kathy Gilmore, this weekend.

Kathy Miller owns the Elmore Store. Now, I did not—I just want
you to know, we Vermonters are proud of each other. This is what
the Elmore Store looks like. She is former Chair of the Vermont
Grocers Association. She and her husband, who is here, Warren
Miller, a State Representative, organized and sponsored the New
England dog sled race in Lake Elmore. She volunteers at Elmore’s
one- room school. And I am just very proud to have them here.

I would have actually worn my Elmore Store T-shirt but it is at
the “fahm”—at the farm in Middlesex, Vermont. But thank you, I
think Warren is going to give me another one. Thank you.

Chairman SPECTER. Thank you for joining us, Ms. Miller, and
the floor is yours.

STATEMENT OF KATHY MILLER, OWNER, THE ELMORE STORE,
ELMORE, VERMONT

Ms. MILLER. Thank you. Mr. Chairman, Senator Leahy, and
members of the Committee, good morning. I would like to say
thank you for allowing me to testify today. My name is Kathy Mil-
ler, and I, along with my husband, Warren, and daughter, Kelly,
own and operate the Elmore Store in Elmore, Vermont. I am also
here today as past Chair of the Vermont Grocers Association and
on behalf of the Food Marketing Institute which represents our Na-
tion’s supermarkets and grocery stores.

Senator LEAHY. Is your microphone on?

Ms. MILLER. Sorry. I thought I hit it. I would like to read what
I prepared and then answer your questions later. I did not realize
I was going to be blown up and hanging on the wall there, but I
do have more postcards, if anyone would like to see closer up what
we look like.

[Laughter.]

Ms. MILLER. And I thought I was the small guy in the picture.

This is the store that we have owned and operated now for 24
years. I am a fifth-generation Vermonter with deep roots in
Elmore, Vermont. I am the “Mom” part of the operation while War-
ren, sitting behind me, is “Pop.” Warren was elected to the State
legislature in Montpelier 4 years ago. We are not only committed
to our store, but our community and our State as well.

You may wonder why we do what we do—7 days a week, 96
hours a week, 364 days a year. To be honest, some days we ask
ourselves. But we believe that we can and do make a difference to
all the people in the community that depend on us.
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My concern as a small independent store may seem small to you,
but it is a huge burden for us and very real.

Credit card fees are collectively set by the card associations—
Visa and MasterCard—and we have no control over them. They are
not negotiable and cannot be added on to the consumer’s bill. We
cannot set minimum amounts to swipe cards, credit or debit. That
is against Visa and MasterCard operating rules, so I am told by
our local bank. The fees keep increasing to us, and our profit mar-
gin sinks down even lower.

Last year, in 2005, we did $58,500 worth of plastic transactions.
The credit card fees to us, out of pocket, were $4,400. Each time
a customer swipes their card, it costs us 2.65 percent of the total
dollar amount plus a 20- cent fee per sale. In our store we have
two gas pumps that we own, not subsidized by any big petroleum
company. When the price of gas goes up, so does interchange be-
cause the fee is a percentage rate. The banks make more even
tough their costs are still the same.

Last year alone, American consumers paid Visa and MasterCard
about $30 billion in interchange fees. FMI members have seen
their costs for these fees rise 700 percent in the last 10 years.

Since I said I was coming to Washington, D.C., to testify on this
issue, I cannot tell you how many of my customers were unaware
of the hidden fees. They swipe their cards and think all is free be-
cause there is no charge to them at all. Obviously, we lose money
on many small transactions and too much on others, so we have
to raise prices, but we cannot absorb it all. In the grocery business,
we compete by lowering prices, not by raising them. I am not a
lawyer or a huge Wal-Mart, but I know this is a huge problem that
retailers across the U.S., large and small, are facing. So I ask that
you look into this matter seriously. We have streamlined our busi-
ness as best we can. Maintenance does not get done as it should,
less money goes out in payroll, but we just keep absorbing the fees
and try to survive.

I would like to ask you on your next ride home, like Senator
Leahy is going to do here soon, to look into your small towns and
see how many vacant storefronts there are. Just this last winter
alone, within a 50-mile radius of us four closed. Some days I feel
like I should just turn in my keys, but we cannot. Excuse me.

We are a small town of 850 people with one of two one- room
schoolhouses left. We are the hub of the community. So when some-
body needs something, who do you call? Mom and Pop at the
Elmore Store. We are just trying to keep the doors open.

Thank you.

[The prepared statement of Ms. Miller appears as a submission
for the record.]

Chairman SPECTER. Thank you very much, Ms. Miller.

We turn now to Mr. Joshua Floum, Executive Vice President,
General Counsel, and Secretary of Visa U.S.A. Before joining Visa,
Mr. Floum had a distinguished law practice, was Chair of the Cali-
fornia firm of Holmes, Robert & Owen, before that with the San
Francisco firm of Heller Erman; an undergraduate degree from the
University of California and a law degree from Harvard.

We appreciate your being with us today, Mr. Floum, and we look
forward to your testimony.
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STATEMENT OF JOSHUA R. FLOUM, EXECUTIVE VICE PRESI-
DENT, GENERAL COUNSEL, AND SECRETARY, VISA U.S.A.
INC., WASHINGTON, D.C.

Mr. FLouM. Thank you, Mr. Chairman.

Chairman Specter, Senator Leahy, distinguished members of this
Committee, my name is Josh Floum. I am the General Counsel and
Executive Vice President of Visa U.S.A. I thank the Committee for
giving me the opportunity to answer the important question posed,
and, Mr. Chairman, I would request the Committee’s permission to
submit my written testimony for the record.

Chairman SPECTER. Your full statement will be made a part of
the record, without objection.

Mr. FLouM. Thank you, Mr. Chairman.

I am proud to be able to share with this Committee a bit about
Visa’s history and the tremendous value that we drive to millions
of American cardholders, retailers, and large and small financial
institutions all around the country. We believe we have been a val-
uable engine which has helped to fuel the growth and efficiency of
the American economy, and we think we continue to improve our
products and services every day.

Merchants play a key role within the Visa system. Visa enables
the very smallest merchants to have the same payment opportuni-
ties as the very largest. Likewise, Visa provides to thousands of
community banks and credit unions, large and often very small,
who have the ability through our products and service to compete
with the largest national banks. And as the merchants have told
us, Visa services provide them with guarantee payment, increased
sales, and higher profits.

Visa provides enormous benefits to cardholders as well, and
these benefits are just as important to us as those we provide to
merchants. Visa services allow cardholders to access credit and de-
posit accounts and gives them zero- liability protection. Card
issuers offer cardholders rebates, airline miles, and other benefits
designed to encourage cardholders to use their cards. And we have
also responded to consumer concerns about the overextension of
credit, pioneering the U.S. debit card category in the 1970’s. Today,
in fact, debit cards, which do not carry interest cards, make up
more than half of our transactions.

Clearly, the system is working. When a market is not functioning
properly and there is “monopoly-like behavior,” one would expect
output to be restricted and prices to be pushed up. But neither is
the case within the Visa system.

Merchants in the United States today pay a lower rate to accept
general purpose payment cards than they did a half-century ago
when those cards were first introduced. Visa’s pricing today re-
mains lower than its smaller competitor, American Express, for ex-
ample. Hardly the evidence of abuse of market power, as some
merchants claim.

Today, more cardholders and more merchants use and accept the
card than ever before. In the past 3 years, more and more Visa
cards have been put in the hands of U.S. cardholders. The number
of merchant locations accepting the card has grown by almost a
million locations—again, hardly the evidence that something is
wrong in the marketplace.
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Cardholders today can choose between literally hundreds of cred-
it and debit product offerings. Merchants also have many, many
choices, with Visa, MasterCard, American Express, Discover, First
Data, PayPal, Debitman, Google Checkout, and many others—not
to mention cash and check—all vying for business, this is not an
industry dominated by one or even a few firms.

Price controls are a severe tool and often harm the people they
are designed to protect. Lawmakers, regulators, and courts in the
United States have declined the invitation to impose price caps, but
regulators in other parts of the world have not exercised similar re-
straint. The impact of regulation overseas shows that consumers
here in the United States would, in fact, be hurt by artificial price
controls on interchange.

Let’s take Australia as an example. Three years ago, the Reserve
Bank of Australia imposed artificial price caps on interchange fees,
the same fees that are at issue in discussion today. The Reserve
Bank cut rates by some 43 percent, and that regulatory interven-
tion backfired. Cardholders in Australia are paying more for pay-
ment cards than they did before, through higher annual fees and
finance charges, and they are getting less in terms of reward pro-
grams and other rebates. Merchants, meanwhile, have seen their
costs of payment acceptance decline, but there is no evidence they
have passed these savings onto consumers in the former of lower
retail prices. In fact, the Reserve Bank of Australia, which has
promised that retail prices would decline as a result of the inter-
vention, has given up even trying to prove the existence of the
promised decline.

The Committee poses the question whether there are antitrust
concerns with interchange. Our answer is an unqualified “no.” The
merchants behind these lawsuits will make their arguments in the
courts, but we believe we achieved the right balance in values and
costs as between merchants and cardholders, and that that issue
is a business matter that should be driven by supply and demand
in the relevant markets. Indeed, the courts have specifically looked
at interchange in the past and in each court decision have decided
that interchange does not pose an antitrust problem and, in fact,
promotes healthy competition, efficiency, and innovation.

Mr. Chairman, you mentioned the Dagher case at the outset,
where the Supreme Court said that it is entirely lawful and appro-
priate for joint ventures to set pricing within their associations. In-
deed, there is no other way they could function.

In the past 30 years, Visa has built the most efficient, reliable,
and secure payment system in the world. We are very proud to be
a part of driving this country’s economic growth and efficiency by
delivering tremendous value to cardholders and merchants. With
more cardholders and merchants participating every day

Chairman SPECTER. Mr. Floum, how much more time would you
like?

Mr. FLoUuM. Just 5 seconds, Mr. Chairman.

Chairman SPECTER. Thank you.

Mr. FLouM. With more and more cardholders and merchants
participating today, there is no antitrust problem, no reason for
Congress to intervene.
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Mr. Chairman, I wish to thank the Committee for giving me this
opportunity and stand ready to answer any questions.

[The prepared statement of Mr. Floum appears as a submission
for the record.]

Chairman SPECTER. Thank you very much, Mr. Floum.

We now turn to Mr. Joshua Peirez, Associate General Counsel
for MasterCard; previously was an associate at Clifford Chance,
where he was an antitrust litigator; bachelor’s degree from Cornell
and a law degree from the Brooklyn Law School.

We appreciate your coming in today, Mr. Peirez, and look for-
ward to your testimony.

STATEMENT OF JOSHUA PEIREZ, GROUP EXECUTIVE, GLOBAL
PUBLIC POLICY, AND ASSOCIATE GENERAL COUNSEL,
MASTERCARD WORLDWIDE, PURCHASE, NEW YORK

Mr. PEIREZ. Thank you. Good morning, Chairman Specter, Rank-
ing Member Leahy, and members of the Committee. My name is
Joshua Peirez, and I am a group executive with MasterCard World-
wide. It is my pleasure to appear before you this morning to dis-
cuss the highly innovative and efficient MasterCard system and the
issue of interchange specifically. I ask that my full written testi-
mony be submitted for the record.

Chairman SPECTER. Without objection, it will be made a part of
the record.

Mr. PEIREZ. Thank you. The payments industry is extremely
competitive. MasterCard competes against all forms of payment, in-
cluding cash and checks, other brands such as Visa, American Ex-
press, and Discover, a wide variety of debit networks, as well as
rapidly growing alternative payment systems, such as PayPal, that
did not exist a few years ago. We also compete intensely for the
loyalty of financial institutions, merchants, and cardholders. And
the result of this competition is that consumers and merchants in-
creasingly prefer to use payment cards for purchases, and there are
many reasons for this.

MasterCard cardholders know that they can walk into a store al-
most anywhere in the world and make a purchase using their card
with the security that comes with not having to worry about car-
rying a lot of cash. Our popular advertising campaign says it best:
“There are some things money can’t buy. For everything else,
there’s MasterCard.”

Merchants also derive enormous benefits from payment cards.
Most importantly, cards increase merchant profits because con-
sumers tend to spend more using payment cards. Cards are also
much cheaper and safer than checks, which most merchants don’t
even accept anymore or only accept locally. It is, therefore, no sur-
prise that the number of merchant outlets accepting payment cards
continues to increase. Historically, merchants were the first to rec-
ognize the benefits of payment cards when in the 1920’s individual
merchants began to issue cards to their customers. These programs
were inefficient and expensive for merchants to operate, but the
powerful desire on the part of merchants to benefit from payment
cards created opportunity for others.

In the 1950’s, Diners Club and American Express both began to
offer what is known as a three-party model in which a single com-
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pany issues the cards, contracts with merchants, and operates the
system itself. Banks then began to offer their own card programs
which have evolved into the four- party systems known as
MasterCard and Visa. These four- party systems created even
greater efficiencies and benefits by bringing together the card-
holders and merchants of hundreds and then thousands of banks
to complete transactions.

In a four-party system such as MasterCard, card issuance and
merchant-acquiring functions are performed by financial institu-
tions licensed by MasterCard, not by MasterCard itself. Since the
inception of these three- and four-party payment systems, mer-
chants have paid a fee called a “merchant discount” in exchange for
the benefits of card acceptance. These fees are set in an intensely
competitive merchant acceptance environment, and they cover
some of the costs and the value the system brings to merchants.

A substantial portion of the benefit provided to the merchant ob-
viously comes from card-issuing activities. In recognition of this re-
ality, the card issuer is paid an interchange fee in a four-party sys-
tem. In the United States, MasterCard management sets a default
interchange fee. Banks are free to use these default fees or to agree
to a different fee between themselves. Setting default interchange
fees is a challenging proposition that involves an extremely delicate
balance. If we set the fees too high, the merchants’ desire and de-
mand for MasterCard acceptance will drop. If we set the fees too
low, card issuers’ willingness to issue and promote MasterCard
cards will fall, as will consumer demand for those cards.
MasterCard management works extremely hard to set interchange
fees at levels that balance the benefits and costs to both card-
holders and merchants.

Some have sought to challenge the methods by which
MasterCard and its competitor, Visa, set their respective inter-
change fees on antitrust grounds. To date, these cases have all
failed, and the courts have upheld interchange fees as not violating
antitrust laws. What the plaintiffs appear to really want are Gov-
ernment-mandated price caps at lower levels than what is offered
today. There is simply no precedent for such a remedy under anti-
trust law. Such a policy also harms consumers. We have one test
case of the results of such price caps in Australia which dem-
onstrates that price caps harm consumers and competition. The ef-
fect in Australia has been higher annual fees and finance charges
for consumers, as well as fewer benefits.

In conclusion, merchants and consumers benefit significantly
from the use of payment cards. It is my pleasure to discuss the
topic with you, and I would be pleased to answer any questions you
may have.

[The prepared statement of Mr. Peirez appears as a submission
for the record.]

Chairman SPECTER. Thank you very much, Mr. Peirez.

Our next witness is the former Chairman of the Federal Trade
Commission, Timothy Muris, who served there from 2001 to 2004.
Previously, he had been in the Office of Management and Budget
during the Reagan administration. He currently is of counsel to the
O’Melveny & Meyers firm, where he co-chairs the antitrust prac-
tice; a bachelor’s degree from San Diego State and a law degree
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from the University of California; a member of the Order of the
Coif and associate editor of the Law Review there.

Thank you for being with us today, Mr. Muris, and we look for-
ward to your testimony.

STATEMENT OF HON. TIMOTHY J. MURIS, FORMER CHAIRMAN,
FEDERAL TRADE COMMISSION, AND OF COUNSEL,
O’MELVENY & MEYERS, WASHINGTON, D.C.

Mr. MuURis. Thank you very much for inviting me to this impor-
tant hearing. Before I begin, I would like to submit my written tes-
timony and a Law Review article I recently wrote about this topic
for the record.

Chairman SPECTER. Without objection, both will be made a part
of the record.

Mr. Muris. Thank you.

As you know, I personally advise Visa on antitrust and consumer
protection, but the views that I express today are my own. Let me
make three points.

The first is that merchants are wrong to analogize interchange
to the paradigmatic case for antitrust enforcement, cartel price fix-
ing. A cartel is a group of otherwise competing firms that fix their
prices. When businesses collude, they harm consumers by raising
prices above the level that would otherwise prevail. Interchange
has nothing in common with this behavior. Unlike the cartel, a
four-party payment card system cannot exist without interchange.
A default fee reduces the cost of negotiating separate fees between
acquirers and issuers.

Moreover, for Visa to succeed, merchants need to honor cards
from each of the thousands of issuers. Knowing that all cards must
be honored, individual issuers could insist on very high fees. Mer-
chants would then be subject to those fees and would be less will-
ing to accept the network. A default interchange avoids this prob-
lem.

The difference between a cartel and Visa is stark. With cartel
pricing, an end to the cartel lowers prices, raises output, and in-
creases innovation. The end of interchange will lead to chaos.

The merchants understand this. They do not want interchange to
end. Instead, they want lower interchange rates. But this is not an
antitrust remedy. One of the fundamental maxims of antitrust is
that the market, not Government, should set prices. Indeed, “rea-
sonableness” is never a defense to price fixing.

Interchange began with Visa long ago. Bank of America started
a three-party payment card system in California in the 1950s. Be-
cause banks were then prohibited from crossing State lines, the
bank tried to franchise its system to different States but found few
takers. It spun off the system in the 1970s. That spin-off, renamed
Visa, began interchange to coordinate the four parties involved, be-
g}ilnning interchange long before they had any significant market
share.

My second point is to discuss how prices are set. Payment card
systems are an example of a two-sided product connecting two
groups of consumers. The challenge for any two-sided product is
bringing both sides on board. Newspapers illustrate how most two-
sided products set prices. I have today’s Washington Post. In a
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business sense, this is a vehicle to bring together readers and ad-
vertisers. The readers pay very little. The publishers get their
money from the advertisers. If newspapers charged us the direct
cost of supply, they would lose readers given the alternatives.
Without enough readers, there would not be enough advertisers.

And, incidentally, in response to Mr. Douglass’ point, if you want
to talk about market power, I believe that the Washington Post has
a very large share in the relevant market here in the Washington
area.

The economics of attracting two distinct groups of consumers
drives the pricing. Again, we have readers and advertisers. The
value of the two-sided product to one group of customers is deter-
mined by its attractiveness to the other. The group with the low-
cost substitutes—in this case, the readers—gets the better deal.

For payment cards, the consumer is the king. To compete with
the two historically dominant forms of payment, cash and check,
payment card systems are priced to provide value to cardholders.
The industry has followed this model from its inception. In 1948,
the Diners Club card was introduced with a merchant discount of
7 percent. Today, the average discount on American Express is
about 2.5 percent, while Visa, which is a larger company, charges
about 2.1 percent.

Consumers and merchants clearly enjoy the benefits. Walk into
a McDonald’s or Subway, and you can swipe your card to purchase
a meal. A few years ago, you could not do this. Nobody made those
restaurants take the payment cards, but instead they found that
the payment systems offered value for a price they were willing to
pay.

Let me conclude by noting that the attack on interchange, taken
to its logical connection to end interchange, poses a direct threat
to the American consumer. I understand the full fury of that con-
sumer when aroused. While Chairman of the FTC, we created the
National Do Not Call Registry, and I thank all the members here
for their support. I suspect that many Americans feel as strongly
about their plastic as they do about their dinner hour.

Thank you. I will be happy to respond to your questions.

[The prepared statement of Mr. Muris appears as a submission
for the record.]

Chairman SPECTER. Thank you very much, Mr. Muris.

Our final witness is Mr. Steve Cannon, President and Managing
Partner of Constantine Cannon; had service on the Senate Judici-
ary Committee back in the 97th and 98th Congress, where he was
chief antitrust counsel of the Judiciary Committee. The 98th Con-
gress was the time of my first service in 1981 when Senator Thur-
mond was Chairman of this Committee. He is also from South
Carolina, and Mr. Cannon received his undergraduate and law de-
gree at the University of South Carolina.

Thank you for being with us today, Mr. Cannon, and the floor
is yours.
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STATEMENT OF W. STEPHEN CANNON, PRESIDENT AND MAN-
AGING PARTNER, CONSTANTINE CANNON, WASHINGTON,
D.C., ON BEHALF OF THE MERCHANTS PAYMENTS COALI-
TION, INC.

Mr. CANNON. Thank you, Mr. Chairman. It is great to be back
iin this room. I must say it feels a little different on this side of the

ais.

On behalf of the Merchants Payments Coalition, I am honored to
be able to present this testimony on an issue of extreme impor-
tance, not only to the merchant community but to the millions of
consumers we serve every day. Merchants Payments Coalition
members provide virtually every American with a broad array of
goods and services and employ over 50 million people.

To answer the question posed by today’s hearing, there are in-
deed crucial and timely antitrust issues raised by interchange fees.
Let me be clear and unequivocal. What Visa and MasterCard and
their member banks do is illegal price fixing, pure and simple.
While the legal team for the cartel is here today to tell you that
it may be price fixing but it is not illegal, both the law and common
sense tell us that they are wrong.

It is also important to note that other countries around the world
have begun to figure all of this out and are acting quickly and deci-
sively to end this price fixing. Just 2 days ago, as the Chairman
referenced, the European Commission conducted a hearing on its
preliminary finding that the justification for the current inter-
change system had no factual basis. According to media reports,
EC Competition Commissioner Neelie Kroes called for the end of
anticompetitive behavior in the payment card industry or face anti-
trust action. Last April, she warned that the industry’s paradise
days may be over.

You have already heard a lot about Australia this morning. All
I can say about that is that facts are stubborn things. Interchange
rates there are currently one- third the rates in the United States,
and what the card association witnesses have not told you is that,
in fact, fierce competition has erupted between Australian credit
card issuers trying to offer lower and lower interest rates to con-
sumers rather than just trying to give you more miles.

And, by the way, contrary to MasterCard’s official written pre-
diction of a death spiral for credit cards in Australia, credit card
issuance is up, as is credit card use. In my written testimony, Mr.
Chairman, I have cited several press articles to this effect from
Australia, including one from last February that says, and I quote,
“Australians have never had easier access to a credit card with
banks undercutting each other in a battle for the consumer’s dol-
lar.” That sounds like competition to me.

You have also heard this morning from both MasterCard and
Visa that the merchants I represent want price controls. This is not
a surprising argument since, in fact, Visa and MasterCard are
themselves privately controlling prices through their cartel and
have no other reason for anybody else to get involved in the proc-
ess. As of today, they are very comfortable with imposing a con-
sumer checkout fee on virtually every transaction. Their plea of
“Let the market decide” really means “Let us continue to privately
regulate the market among ourselves.” They refuse to publicly rec-
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ognize, of course, that all our merchants have asked for is for Con-
gress to look at this problem and potential solutions, not price con-
trols.

Our friends at the desk here would want you to think that you
have only a choice, Mr. Chairman, between a cartel and chaos, and
that is clearly not the case. There is a lot in between those two
choices.

Now let me turn to how to remedy this problem. On the question
of liability for past conduct, that is easy. Only the courts can deter-
mine who is liable to whom for past conduct and how much dam-
ages should be. But we are not here to talk about litigation this
morning. What the industry should look like going forward is a
harder question. There are many possibilities that Congress could
consider, and I am glad to discuss them or answer any questions
the Committee might have.

For the other question which is on everybody’s mind today, which
is whether the Congress has a role to play, we believe the answer
is a resounding yes. And, Mr. Chairman, I reference, as you re-
member, the breakup of the Bell System in 1982 is a very apt anal-
ogy. At that point in time, for 14 years, from 1982 to 1996, Con-
gress deferred to a single Federal judge, Hon. Harold Greene, to
make the vast majority of the most important telecommunications
policy decisions of that era. I would only add that the arguments
you have heard this morning that the payment card system is not
broke so do not fix it is almost identical to what the Committee
heard from the Bell System 25 years ago and is absolutely wrong.
I remember when the Bell System warned that using any piece of
telephone equipment that Western Electric did not make would
make the entire telephone network come crashing down, not to
mention that $2 a minute was a very reasonable price for the mir-
acle of long- distance.

Mr. Chairman, that concludes my remarks. Thank you. I would
be glad to answer any questions you may have.

[The prepared statement of Mr. Cannon appears as a submission
for the record.]

Chairman SPECTER. Thank you very much for that testimony,
Mr. Cannon.

We now turn to the portion of the hearing on questioning by
members of the panel for 5 minutes each.

Mr. Peirez, you said that all cases have failed. Was that your tes-
timony?

Mr. PEIREZ. All the cases challenging interchange have failed,
yes.

Chairman SPECTER. Well, isn’t it true that there were recently
50 cases consolidated in the Eastern District of New York which
are ongoing and have not failed?

Mr. PEIREZ. Those cases are pending in the early stages, and we
will see where those cases go now. My testimony was that, to date,
all the cases had failed.

Chairman SPECTER. Well, those cases have not failed, have they?

Mr. PEIREZ. That is true. They have not failed.

Chairman SPECTER. Okay. I just want to be sure that there are
some that have not failed.

Mr. PEIREZ. There are pending cases, yes.
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Chairman SPECTER. Mr. Muris, one of the cases alleged that the
collective setting of interchange rates by banks that compete with
each other to issue cards to consumers constitutes illegal price fix-
ing and that there was a substantial overlap between the banks
that are members of MasterCard and those that are members of
Visa which precludes competition between the two credit card com-
panies.

Do those facts, if established, constitute a violation of the anti-
trust laws, in your opinion?

Mr. Muris. No, and let me analogize what is going on here, and
I think Mr. Cannon’s reference to AT&T really shows this is not
a simple price-fixing case.

If you and Senator Leahy practiced law as competitors and you
did nothing else but agree to fix prices, that would be an antitrust
violation. If you formed a law firm and you fixed prices, that would
not be illegal because you had formed a legal joint venture. And
what is happening here—and the Dagher case 1 think makes this
clear—is we have a legal joint venture which has the right to set
prices.

What we have here is a business dispute. Mr.—

Chairman SPECTER. Let me interrupt you, Mr. Muris. You have
already said it does not constitute a violation.

Mr. MURIS. Yes.

Chairman SPECTER. Should it? Should the antitrust laws be
modified? It sounds to me like pretty anticompetitive practices.

Mr. MURIS. As you will recall when we met, I learned my anti-
trust law from Jim Liebler, and Professor Liebler was a strong be-
liever in the market. Underlying antitrust law is a strong belief in
the market, and the market should set the prices here. Legal joint
ventures have—as the Supreme Court made clear just this year—
the right to set a price. Obviously you have the right to change the
antitrust law—but you would be changing it in a fundamental way
that would be inconsistent with the 116-year history of the Sher-
man Act.

Chairman SPECTER. Mr. Floum, according to the briefing mate-
rials provided to me, the Justice Department successfully chal-
lenged MasterCard and Visa rules which prohibited their member
banks from issuing American Express and Discover cards. Is that
true?

Mr. FLouM. That is correct, Mr. Chairman.

Chairman SPECTER. Isn’t that pretty heavy-handed for that kind
of market pressure to be brought on banks so that they do not
issue other credit cards from companies as prominent as American
Express and Discover?

Mr. FLouM. At the time we thought not, Mr. Chairman, and the
reason is that we believe that what our system does is promote vig-
orous, what we call “intra-system competition,” competition be-
tween the banks. Now, I know that—

Chairman SPECTER. You thought that was not a violation, but
the Department of Justice disagreed with you.

Mr. FLouM. That is correct, Mr. Chairman. We did petition to
the Supreme Court for certiorari, which was denied, and we, of
course, rescinded that rule in accordance with the Court decision.
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Chairman SPECTER. Mr. Cannon, does that sound like an anti-
trust violation to you to have member banks prohibited from
issuing other companies’ credit cards?

Mr. CANNON. Well, it does and it is. And, in fact, that was a 34-
day trial before a Federal judge in New York. It went up through
the Second Circuit. The Second Circuit found that, in fact, there
was market power that had been exercised, and that is now the
law of the land. And I am glad to say that at this point Visa was
required to abrogate those rules and, therefore, they had to—and
now competition is beginning to flourish on that side as well.

But if I can say one thing about Mr. Muris’ response on saying
this is not a simple price-fixing case, this is a simple price-fixing
case, and everyone is doing a lot to try to make you think that it
is really complicated. The problem is that it involves two players
in this industry that control 80 percent of the market. So it is price
fixing. It just happens to be done by two people with a large mar-
ket share.

Mr. MuRris. Could I respond to that? No one who raises AT&T
as the appropriate remedy I think can credibly claim this is a sim-
ple price-fixing case. The unraveling of AT&T and the extraor-
dinary efforts of Judge Greene, the 1996 Telecommunications Act,
and the efforts that are needed now to rewrite that law show that
this issue is very different than the simple price-fixing case of two
lawyers in town—the analogy he is making is that two otherwise
competing lawyers fixed prices. The remedy is simple: just tell
them not to fix prices. You do not make an analogy to AT&T and
get the Congress involved and oversight for dozens of years.

Mr. CANNON. Senator, that actually makes my point precisely,
which is this is an industry—it is an industry that needs attention,
and I would posit that everybody in Congress thought that for the
period of 14 years, it would have been a lot better if Congress was
making competition policy and telecommunications policy as op-
posed to Judge Greene, not to not give Judge Greene his due def-
erence, but that is the position that industry and everybody on the
Hill found themselves in.

Chairman SPECTER. The red light went on during that lively ex-
change, which I did not want to interrupt.

Senator Leahy?

Senator LEAHY. No objection here, Mr. Chairman. I thought it
was helpful.

Ms. Miller, let me ask you, we have heard some say, well, we just
do not accept credit cards, and if some other store does not want
to pay these interchange fees, well, they should not accept credit
cards. Tell me how practical that would be in Elmore.

Ms. MILLER. It would not be practical. More and more of my cus-
tomers come in, they are going by on a little bicycle tour. I mean,
they are not carrying cash in their pockets. They have got a card.
They come in to get a bottle of water. I make 30 cents on a bottle
of water. I have got to swipe their card. It costs me 20 cents plus
the transaction fee. So in some instances, like candy bars, they are
on sale three for a dollar. Somebody buys candy bar, I might as
well just give them the candy bar instead of swiping the card. But
it is a matter of survival. It is what customers expect. It is what
I need to do to have my business to survive.
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If a customer is in my store, just because he is using plastic, he
is not going to buy more. They are at the deli. If you were going
to buy one sandwich, you are not going to buy two. If you are
camping at the Elmore State Park, you need a fishing license, you
are not going to buy two. But the expectation is there. They are
in Elmore. I appreciate their business and I want to take care of
them.

Senator LEAHY. Well, in Mr. Douglass’s testimony, he says that—
I think I am quoting this correctly, Mr. Douglass—"Congress does
not yet have enough information about these fees to come up with
a solution to this problem.” Well, we are holding this hearing as
the first step to get that information. What further or additional
information do you think we should have?

Ms. MILLER. I do not have all the answers, but I know that you
people have the capability to look into this issue. And it is very
huge. It is very real. It is wonderful that the dialogue has started.
Even if I had access to the rules on the Internet, I do not have time
to sit down and read 1,300 pages’ worth of information. I probably
would not understand them, and I could not print them off so
somebody could—

Senator LEAHY. What if you had the interchange fees appear on
the customer’s bill? Would that be helpful?

Ms. MILLER. According to the bank that I do business with, that
is not legal for me to do. I cannot pass that on to the consumer.

Senator LEAHY. Okay. Well, Mr. Floum, Mr. Peirez, why not just
have the interchange fees associated with the credit card trans-
actions appear on the bill? Why shouldn’t consumers know what it
is actually costing to get the free airline miles, which may or may
not be available, or the lower interest rate or the annual fee rate?
I mean, shouldn’t they know what interchange fees are ultimately
costing?

Mr. FLouM. Mr. Chairman, Senator Leahy, I think it is impor-
tant to understand that the interchange fees are akin to wholesale
rates. They are not fees which are paid by the merchant or paid
by the cardholder. They are fees that are paid by the merchant
bank—

Senator LEAHY. But why not let us know? I would be interested
in knowing. And all this stuff is computerized. It would be very
easy to do.

Mr. FLouM. The feel schedules are available online, Senator, but
it would be like going to the Macy’s store in Pentagon City and ex-
pecting to see the wholesale charges for the various items disclosed
at the store.

Senator LEAHY. No. Let’s not get off the subject. Mr. Peirez, why
not do it?

Mr. PEIREZ. Mr. Leahy, Ms. Miller is perfectly allowed under our
rules to post that on the receipt. We do not restrict that. She
should discuss it with her bank.

Senator LEAHY. How do you get it?

Mr. PEIREZ. She could ask her bank for it. They are not prohib-
ited from providing it. She can also search on the Internet. They
are there.

Senator LEAHY. Ms. Miller?
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Ms. MILLER. Just a little example of something that happened in
my store the other day. We are still very small. We run in-house
charge accounts. Some customers come in, they pay by the week.
I had a woman in. It is raspberry season. She bought $108 worth
of raspberries. She is going to go home. She wants to make rasp-
berry jam. She goes to get her wallet, her pocketbook, “Oh, I forgot
it, but I have got my card in the car and I want to pay my slip.
Would you rather have me go get my card and swipe it or would
you like me to pay cash tomorrow?” I said, “Have a good night,
Alex. Go home, make your jam, come back and pay me cash tomor-
row.” That is just what is happening.

Senator LEAHY. I still do not understand why we cannot get
these fees—I mean, you are able to do everything else, including
inundate us with free credit cards or offers of free credit cards. My
5-month-old grandson, he could get one. My former chief of staff’s
dog could get one. You sure are willing to spend money on that.
You ought to be able to open this.

Let me discuss one other area, the issue of piracy. There is a
website in Russia called “allofmp3.” It sells copyrighted material
but without the permission of the copyright owners. Customers are
here in the United States. The website is in English. It features
American music, none of which has been licensed. So they are sell-
ing music, in effect, illegally, but they accept Visa and MasterCard.
In fact, those are the only two credit cards that are on the site. It
is such a degree of concern that it may be one of the reasons why
Russia has failed to get into the World Trade Organization. They
will not shut it down.

Now, why don’t Visa and MasterCard just pull the plug on that,
agree to suspend their services to allofmp3? You do this on some
child pornography sites. Why not do it on allofmp3 in Russia?

Mr. FLouM. We intend to do so, Senator Leahy. Visa deplores
any illegal use of its cards, and as you mentioned, whether the
issue is Internet pornography, online pharmaceuticals, illegal
downloading of music, our rules expressly forbid the unlawful use
of the card.

Now, it gets more complicated when you have different jurisdic-
tions involved, and we are trying to enforce that in Russia in the
case that you specifically mentioned, and we hope to be able to
shut down that merchant very soon.

Senator LEAHY. Mr. Peirez?

Mr. PEIREZ. We prohibit and deplore the use of our system for
any illegal activities, including this activity.

Senator LEAHY. Are you going to shut down this Russian site?

Mr. PEIREZ. Yes, we are working on it.

Senator LEAHY. Okay.

Mr. CANNON. Senator, may I add one thing about your question
about the receipt? We believe that the rules of Visa and
MasterCard actually prohibit merchants from doing exactly that,
which raises the entire question about all of the rules that are hun-
dreds and hundreds of pages long that the associations essentially
keep hidden from the merchants. They have told us time and time
again, they have been asked time and time again to make rules
available, and now, frankly, even this Committee is not going to be
able to get them unless they have a change of heart. They an-
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nounced this week they would make them available online to mer-
chants but, in fact, would exclude things dealing with interchange
fees, of all things.

So it would be very helpful if the merchants could actually see
these rules.

Chairman SPECTER. Thank you, Senator Leahy.

Senator Kyl?

Senator KyL. Thank you, Mr. Chairman, and I appreciate you
holding this hearing. I confess that this is a subject that is very
confusing, I think, to a lot of folks, including me, and I think it is
wise to at least try to understand it better. And for that reason I
would like to go back to a more basic or fundamental point.

People have told me that the reason for concern here is that fees
have gone up rapidly, I gather much more rapidly than other cost-
of-living increases. And it has created a suspicion that there must
be some reason for this other than market factors, like collusion,
for example. And, of course, there are a series of lawsuits that have
been discussed here that attempt to reach that.

The question, the fundamental question I have, is: What market
protections are in place to ensure that, at least over time, pricing
adjustments are made to truly reflect the state of competition, the
value of these interchanges, the value of the product, in effect?
How does the market work? Is there a place where it is not work-
ing? And if not, why?

I pose this to all of you, and I think it would be good to get both
points of view here.

Mr. FLouM. Senator, I would be happy to try to respond. We call
it a two-sided market, so when you ask the question about the mar-
ketplace, we look at both merchant demand and cardholder de-
mand. And unless you have enough cardholders, merchants will not
be interested in accepting the card. Unless there are enough mer-
chants that accept it, cardholders will not use it. So we need to try
to balance so that the product is attractive to both.

If interchange rates are too high, merchants will not use the
product. We heard the example of raspberries with cash the next
day. It demonstrates that merchants do have a choice to use the
card products or to use other payment devices.

On the card-issuing side, if cardholders are asked to pay too
much in terms of annual fees, interest rates, other devices that fi-
nancial institutions use to recoup their costs on the cardholder
side, then cardholders will not be interested.

So I think there is an inherent balance that is built into this two-
sided market.

Ms. MILLER. Could I just say something?

Senator KYL. Yes, ma’am, go ahead.

Ms. MILLER. The point that I was trying to make was I am small,
that was a local customer. She had no idea, until we started talk-
ing about what fees were like, what I had to deal with. She felt
bad. She apologized to me for swiping her card in my store. So, yes,
I did have the option in that situation.

But nine times out of ten, that option is not there. You are busy.
Your store is full of people. You are scooping ice cream cones. You
are making sandwiches. You are pumping gas. You are just doing
business, and it is costing us way too much.
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Thank you.

Senator KyL. Mr. Cannon?

Mr. CANNON. Senator, when competitors get together and are al-
lowed to fix the price of what they are going to charge someone
else, that is fundamentally not the free market, and that is exactly
what we have here today. And it does not matter whether it is two-
sided markets or a four- party system or two times four. It makes
no difference. We have to keep this simple and keep focused on ex-
actly what is going on today. It is not complicated. It is price fixing.
It is in the open. It is not secret. It is not collusive. The question
is, Is it a violation of the law? And it truly is.

So in a situation where people are involved in an antitrust viola-
tion and they are then deemed to be in violation of the law, they
have to stop doing that illegal activity. So the question is: If you
cannot fix prices, what else can you do? Every other business in the
United States manages to do their business without fixing prices,
and surely Visa and MasterCard could as well.

Senator KYL. To you or anyone else, Mr. Muris maybe, there is
a legal remedy here. There are plenty of lawsuits that are resolving
this, and it just takes a couple of them to establish the law in this
area. Is that the preferable remedy here to any kind of Congres-
sional action?

Mr. Muris. Obviously, the issue is in court, and if they think it
is an antitrust violation, they have that forum.

To respond to the basic questions, I have one of every kind of
card, and these are Discover and American Express. From the
standpoint of merchants, they are identical because the merchants
pay a merchant discount, as they do with Visa and MasterCard.
But because they are not organized as joint ventures, they are not
part of these lawsuits, even though they do the exact same thing.
They are organized as individual companies in the way that
MasterCard has now just recently organized.

The reason that Visa and MasterCard are organized the way
they are is a historical anomaly. As I mentioned in my testimony,
when Visa began and MasterCard began, the law prohibited inter-
state banking. So if Bank of America in California, had this great
idea, if could not take the idea to America by using Bank of Amer-
ica across the country. It had to form this cooperative.

The last point is, in a legal joint venture, just as in the law firm
analogy I said where it is completely legal to fix prices, interchange
fees are used to fuel the enormous competition between the thou-
sands of issuers. Interchange fees result in enormous benefits. I
have a Cap One miles card. I have a MasterCard that gets me cash
back. It is double cash back at gas stations, which is particularly
valuable at the moment. These fees result in benefits to consumers.
I get the float and the convenience. I do not have to carry cash.
Cards are enormously beneficial, and it is why this is one of the
great innovations of the last century, this payment card system,
and it costs billions of dollars to put it to where it is today.

Mr. CANNON. Senator, if I may respond to Mr. Muris, he has
made my point for me. These miles and other benefits and things,
ask yourself, Who pays for these? And the answer is you pay for
them. Not only you pay for them as a credit card customer; every
single customer of every single retailer and every single merchant
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pays for it as well, because it is pretty clear and undisputed that
that price gets baked into the price of what we pay every day for
everything.

So when you think you are getting a great deal for your miles,
you really ought to ask yourself, gee, if I am making that much,
how much is somebody else—how much is going out of my other
pocket?

Mr. MURIS. But, Senator, and my good friend Steve—we have
been friends for a long time—his merchants, if they want, could say
I will give you a better deal if you pay me cash. They could dis-
count for cash. It is perfectly legal. Almost none of them do. The
gas stations tried a long time ago for a while, and they do not now
because it is less convenient and because many consumers would
resent it.

We have a system where the consumer is king, and the con-
sumers like their plastic.

Chairman SPECTER. I have a couple of hands up at the end of
your questioning. Mr. Douglass, proceed.

Mr. DouGLAss. Mr. Chairman, thank you for the chance to do
this. The difference between American Express and Discover and
Visa and MasterCard is Visa and MasterCard have 80 percent of
the market. They are just the dominant leader. I mean, they con-
trol the market. And back to Senator Leahy’s question about can
we post the price, the problem is we only get the average price of
what they are charging us. We cannot tell what they are charging
us for one of these reward cards when they swipe that card in our
dispensers at the pump. That is a different rate than if they have
a non-reward card. So they have all these different rates, and we
get an average. So we would have to have a computer to determine
whether they are using a PIN number or whether they are using
a remote swiping device. So it is very complicated.

And back to the point that the counsel here has a card that gives
him double the money back at his pump, we pay for that at the
pump. It takes 50 percent of our gross margin at the pump to pay
that credit card charge for that particular refund.

Chairman SPECTER. Mr. Cannon, you had your hand up for a re-
sponse to Senator Kyl’s last question.

Mr. CANNON. I do, Senator. Mr. Muris, responding to the other
question, saying, Gee, the rules say you can discount for cash, well,
our merchants, the impression or understanding they have is you
cannot do that unless you are willing to post a cash price and a
credit price on every single item in that store.

Now, I will tell you, what would be great, what might end this
argument, this debate, is if we could see the rules. It would be a
great thing. But, unfortunately, that has not been the case, and the
merchants are given very thin documents, very short summaries of
things to be able to say, oh, here is what you have to do.

Now, I will tell you, if a merchant violates the rule, they are the
first to tell you very quickly. But, gee, having a copy of the rules
to begin with is a much harder thing.

Chairman SPECTER. Mr. Peirez, you had your hand up in re-
sponse, again, to Senator Kyl’s question?

Mr. PEIREZ. Thank you, Mr. Chairman. I actually wanted—
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Chairman SPECTER. Senator Kyl may turn out to have a 15-
minute round here.

[Laughter.]

Mr. PEIREZ. Thank you, Mr. Chairman. I actually wanted to re-
spond to a couple of points.

First of all, all of the MasterCard rules that apply to the mer-
chant side of the business are available in their entirety online, on
our website, mastercardmerchant.com, including our discounting
for cash rule, which says nothing about posting two separate
prices. We have heard that allegation before. I can tell you right
here right now, if a merchant wants a sign at the cash register say-
ing a discount of blank is afforded for the use of cash, our rules
do not prohibit that, and the applicable rules are available to the
merchants.

Second, I would like to respond to what is a convenient short-
hand for people when they try to refer to this alleged market power
by saying there is this 80-percent figure. MasterCard and Visa are
fierce competitors. MasterCard is currently a public company in
majority public hands, with all voting stock in hands independent
of the financial institutions that participate in our system. And we
are simply not an overlap or a proxy for our competitor Visa. And
to lump us together like that, is inorrect. Even the Court in the De-
partment of Justice case that you mentioned, Mr. Chairman, has
recently found that MasterCard alone does not have market power.
And so it is simply untrue. And when MasterCard sets its inter-
change rates, we do so as an independent public company today.
We believe the way we did it in the past was justifiable, as it was
upheld in the NaBanco decision and other court cases.

So thank you for the time.

Chairman SPECTER. We had gone to Senator Kyl before Senator
Durbin, although Senator Durbin was here earlier, because of the
rule of alternating, but we will await Senator Durbin’s return. I
know he had other commitments, but we would like to—we will
keep going a while longer here to give him a chance to return.

Mr. Douglass, staff advises me that you are not permitted to
have a surcharge for people who use credit cards. Would you like
to be able to have the freedom, if you chose, to have a surcharge
for people who use MasterCard or Visa?

Mr. DouGLASss. Mr. Chairman, no, I would not like to be able to
have a surcharge. That would just drive the customers off. People
really have been sold on plastic, and it is a real convenience, and
we are on that system.

The dilemma we have is that the charges just keep escalating.
As I say, my costs have gone up 33 percent this year because of
the escalating price of fuel, primarily.

Chairman SPECTER. Is it true, Mr. Peirez, that there cannot be
a surcharge?

Mr. PEIREZ. We do not allow surcharging.

Chairman SPECTER. Well, why can you get a discount for cash,
but you cannot allow a surcharge? Just six of one and half a dozen
of another.

Mr. PEIREZ. It economically should be the same equivalent to a
merchant that is looking to drive people to cash. However, we do
not like having people using our cards feel that they are being dis-
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criminated against. It is a rule, however, that we continue to look
at. We do allow surcharging in Europe and in Australia today. The
U.S. is our largest and most important market. We tend to be a
little slower to move here.

Chairman SPECTER. I am glad to hear that you are looking at it
because it is exactly the same thing.

Mr. Cannon, MasterCard and Visa have made some structural
changes here. They have transferred control of operations from
member banks to public stockholders. Member banks can still have
a minority interest, but it is nonvoting. MasterCard has made a
change. Visa has created a Committee composed exclusively of
independent members of the board of directors, not member banks,
which make all the decisions regarding interchange fees. Have
these changes eliminated the controls so that there is not a viola-
tion of antitrust laws under existing law?

Mr. CANNON. Yes, sir, it is. What they are trying to do is simply
promote a little form over substance. It is very clear—and I devote
about two pages in my written testimony to this, Senator. Yes, it
does not make a difference. The activity that is going on is still un-
lawful and should be stopped.

Chairman SPECTER. Well, why is it unlawful if they have struc-
tured it so that the banks do not have control over the fee setting?

Mr. CANNON. Well, Senator, in fact, if you—and I will be glad to
submit this for the record. If you look at the S—1, which is the reg-
istration statement that MasterCard filed, it is very educational on
this point, and it says clearly and unambiguously that the banks
are—the banks still, by the way, hold 44 percent of the stock of
MasterCard, the new company. And, in fact, it says, “Our success
or failure will still be dependent upon our customers. And who are
our customers? Our customers are banks.”

And so I can tell you, there is every incentive for this activity to
continue regardless of the form, and the fact that MasterCard now
says it has an independent board making this decision, what is the
definition of “independent”? I think everyone in business wants to
make sure that they bring as much to the bottom line as they can,
and that is exactly what will still happen.

Chairman SPECTER. Mr. Peirez says that all of the rules of his
company are publicly known. Is that true, too, with you, Mr.
Floum, with your company?

Mr. FLouM. It is, Mr. Chairman.

Chairman SPECTER. Well, where is the discrepancy?

Mr. CANNON. I have not seen them. I would love to see them.
And my understanding, Senator, was that Visa—

Chairman SPECTER. Don’t you have a website, Mr. Cannon?

Mr. CANNON. We do. We do. But my understanding was that
Visa was going to announce this week—

Chairman SPECTER. But they say you can look on their website
and find out. This is a pretty simple question of fact.

Mr. CANNON. I do not think it is there, Senator. I was told that
Visa was going to announce this week it was going to make their
rules available; however, they were going to be accessible online.
They could not be printed off. And, more importantly, if you are a
merchant and getting these rules like that, you had to sign a non-
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disclosure agreement that you could not share them with anybody
else. That does not seem like full—

Chairman SPECTER. Is that true, Mr. Floum, a non- disclosure
agreement?

Mr. FLouM. That is correct, Mr. Chairman. Our rules—

Chairman SPECTER. Why?

Mr. FLouM. Our rules govern the operation of our 14,000 mem-
ber banks. They address those banks and what those banks are
supposed to do to participate in the system.

Chairman SPECTER. Could they disclose them to the Senate Judi-
ciary Committee?

Mr. FLouM. Yes, of course, and we will be happy to make those
available. However, the rules, you need to understand—

Chairman SPECTER. Make them available to the Committee. Mr.
Peirez, we can show them then to Mr. Cannon.

Mr. FLouM. We will, Mr. Chairman.

Chairman SPECTER. Senator Leahy?

Senator LEAHY. Mr. Chairman, your last question was the only
question I was going to ask. I like the answer. I have no further
questions.

Chairman SPECTER. What is the projection as to Senator Dur-
bin’s return?

[Pause.]

Chairman SPECTER. Senator Kyl, do you have any further ques-
tions?

Senator KYL. No, Mr. Chairman.

Chairman SPECTER. Senator Durbin will be submitting questions
for the record. Thank you very much, Ms. Miller, Mr. Douglass, Mr.
Floum, Mr. Peirez, Mr. Muris, and Mr. Cannon. This is a very im-
portant subject, and I think that we have learned a good bit about
it, notwithstanding its complexity.

That concludes our hearing.

[Whereupon, at 10:54 a.m., the Committee was adjourned.]

[Questions and answers and submissions for the record follow.]

[Additional material is being retained in the Committee files.]
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Responses to Written Questions Posed to W. Stephen Cannon

"Credit Card Interchange Fees: Antitrust Concerns?"
A Hearing before the U.S, Senate Committee on the Judiciary
July 19, 2006

Question 1 from Chairman Specter

The credit card companies will not allow merchants to charge customers that use a credit
card an additional fee, or surcharge. Do you think this rule constitutes an anticompetitive
practice? Do you think that allowing surcharges would encourage competition among
credit card companies?

Response to Question 1 from Chairman Specter

The MPC believes that the card associations’ “no surcharge” rule is a part of their
anticompetitive scheme to fix interchange fees. This compelled lack of transparency
reinforces the card associations’ price fixing efforts. Specifically, the card associations
ensure that consumers (i.e., card holders) deciding which form of payment to use remain
ignorant of the supra-competitive costs of using their Visa or MasterCard card by
preventing merchants from imposing a surcharge on card purchases that reflect the
interchange fees charged to the merchant.

The combination of interchange fees and no-surcharge rules distorts price signals
regarding use and thus the nature of competition between payment systems. As
summarized by the head of Australia’s Reserve Bank: “For cardholders, the price signal
they received was that credit card transactions were free, or could even result in receiving
a payment in the form of ‘points.’ ... Merchants, on the other hand, received a signal
that the credit card was the most expensive way of making a payment.... But merchants
had no power to influence the method of payment for the transaction—for that was in the
hands of the cardholder. Thus, the incentives in the system were designed to encourage
... the form of payment that was the most expensive from the perspective of society as a
whole. ... But of course the story does not stop here. Ultimately, higher merchant costs
flow through into higher prices for the customers of those merchants. This is a cost borne
by all consumers whether they use credit cards or not.”

Importantly, fees may vary by brand association, type of card (debit or credit), and
benefit level (e.g., Visa’s Signature brand and MasterCard’s World Points, as well as
“business” cards) may incur a higher interchange fee for many types of purchases. Hence
a rule allowing for a single “cash” discount that does not allow the merchant to reflect the
higher fees for a particular type of card may have limited practical value.

With regard to your second question, allowing surcharges may help encourage
competition among credit card companies, but eliminating just this one part of the card
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associations’ price-fixing scheme likely would not be sufficient to produce a competitive
marketplace. Elimination of the rest of the anticompetitive scheme — including the actual
price fixing of the interchange fee by competing member banks — is also necessary to
create competition. Because the freedom of participants to set any price they wish
(including imposing surcharges or offering discounts) is a hallmark of competitive
markets, the denial of this freedom with respect to credit cards is further evidence of the
absence of competition in that market.
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Question 2 from Chairman Specter

For years, Visa and MasterCard prevented banks from issuing Discover and American
Express Cards, but an antitrust suit by the Justice Department put an end to that conduct.
Why do you think that American Express and Discover have not begun to compete to
have banks issue their cards?

Response to Question 2 from Chairman Specter

1t is correct that the Justice Department successfully challenged Visa’s and MasterCard’s
exclusionary rules “which prohibit[ed] members of their networks from issuing Amex
and Discover cards.” United States v. Visa U.S.A., Inc., 344 F.3d 229, 237 (24 Cir.
2003). The Second Circuit affirmed the lower court’s holding that Visa and MasterCard
violated antitrust law by using these exclusionary rules to “effectively foreclose] Amex
and Discover] from the business of issuing cards through banks.” /d. at 237. “Since
[Visa’s and MasterCard’s] exclusionary rules undeniably reduce output and harm
consumer welfare, and defendants have offered no persuasive procompetitive justification
for them, these rules constitute agreements that unreasonably restrain interstate
commerce in violation of Section 1 of the Sherman Act.” Visa US.A., Inc., 163
F.Supp.2d at 406.

It is the MPC’s understanding that subsequent to the Supreme Court’s denial of the card
associations’ petition for a writ of certiorari in October 2004, American Express and
Discover have, in fact, begun to compete to have banks issue their cards. American
Express has entered into deals with issuers such as Citibank, Bank of America, GE
Consumer Finance to issue its cards. Similarly, Discover has entered into deals with
issuers including Alliance Data, First Bank & Trust, HSBC Metris, CompuCredit, and
GE Consumer Finance. For your consideration, we have attached press releases on these
developments.

Please note that Constantine Cannon represents Discover in litigation against Visa and
MasterCard.
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Question 3 from Chairman Specter

MasterCard has argued that its IPO eliminates any doubt as to the propriety of its
decision making with regard to interchange fees under antitrust law. You’ve argued that
the IPO preserved the ability of MasterCard’s member banks to collude in setting those
fees. It is my understanding that if the member banks engaged in such collusion under
MasterCard’s current ownership structure, they would not be protected by the Supreme
Court’s decision in Texaco v. Dagher. Assuming they do not engage in such overt
colhusion, can you explain how MasterCard’s structure still raises antitrust concerns?

Response to Question 3 from Chairman Specter

The MPC believes that even subsequent to the [PO, MasterCard’s structure raises
antitrust concerns. MasterCard’s recent reorganization is a change in form, not
substance: collective price-fixing continues. The antitrust laws recognize a hub-and-
spoke form of conspiracy in which a central agent manages 2 cartel even if the
conspirators do not expressly agree with each other to go along with the “hub’s” plan.
The case is strongest where there is an agreement among members along the “rim” to
utilize the hub. This is precisely the case with the MasterCard reorganization.

Additionally, by agreeing to the reorganization based on the representation that existing
agreements such as the interchange fee mechanism would continue, the member banks
have agreed to use the services of MasterCard, Inc. as manager of their existing
interchange fee cartel arrangement. Moreover, when the MasterCard members agreed to
designate MasterCard, Inc., as the ongoing manager of the MasterCard system, they had
every reason to believe that its board would operate in their collective best interest as
cartel agent: the member banks would remain significant MasterCard shareholders with a
collective 44 percent equity interest (plus a 10 percent equity and 18 percent voting
interest in a “MasterCard Foundation,” with restrictions on the aggregate accumulation of
stock by outside parties), they would appoint members to the board with certain voting
rights, and they would remain MasterCard’s only customers—and MasterCard is
dependent on their customer-members’ goodwill toward MasterCard. See MasterCard
Incorporated, SEC Form S-1, Amendment No. 8 at 6-7, 30 (May 23, 2006).

As MasterCard put it, “We are, and will continue to be, significantly dependent on our
relationships with our [member banks]....” Jd, at 21. Indeed, the five largest MasterCard
member banks provided 34 percent of MasterCard Inc.’s revenue as of early 2006. /d. at
20. And, of course, a consideration for those large issuers remaining in the MasterCard
system could be the level of interchange fees paid to them in comparison with, for
example, Visa. Thus, even an “independent” MasterCard board could be expected to
assume the best interests of all MasterCard shareholders would result from setting
interchange fees at levels that are in the collective best interest of issuing banks,
particularly MasterCard’s dominant issuers. And, as the saying goes the proof of the
pudding is in the eating: Since the PO, MasterCard’s interchange rates and rules have
not changed. The price fixing continues unabated.
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Finally, seemingly benign rules such as “honor all issuers” continue to be imposed post-
IPO as part of an ongoing scheme that (i) precludes banks from freely competing on the
basis of interchange fees and (ii) blocks the transparency needed for merchants and
consumers to recognize the differences in the costs of using different payment options
and to base their decisions on these cost differences. While MasterCard (and Visa) can
offer outdated historical justifications for these rules, such arguments are no longer valid
today, and unless changed these rules will perpetuate the non-competitive outcomes in
this market even subsequent to the MasterCard IPO.

I would also like to address your assumption that “if the member banks engaged in
[overt] collusion under MasterCard’s current ownership structure, they would not be
protected by the Supreme Court’s decision in Texaco v. Dagher.” MPC agrees that
Dagher should not be read to immunize such overt collusion. Unfortunately, however,
MPC believes that Supreme Court’s decision in Texaco v. Dagher may be interpreted as
supporting Visa’s novel legal position that price fixing by competitors participating in an
otherwise legitimate joint venture is per se legal. See Texaco Inc. v. Dagher, 126 S.Ct.
1276 (2006).

Visa’s position appears to be that price fixing by competitors participating in an
otherwise legitimate joint venture is per se legal. Specifically, Visa believes that “[a]
joint venture’s pricing of things it sells . . . is not an appropriate subject of antitrust
inquiry at all” and that “there is no legal or economic basis for applying Section I to the
pricing decisions of a production or marketing joint venture.” Brief of Visa U.S.A. Inc.
et al. as Amicus Curiae Supporting Petitioners, Texaco Inc. v. Dagher, 126 S.Ct. 1276
(2006), at 17. According to Visa, subjecting the decisions of a joint venture to “antitrust
scrutiny — even under the rule of reason - undermines the utility of joint ventures as a
form of industrial organization.” /d. at 3. Not surprisingly, Visa argues that price fixing
by competitors participating in a production and marketing joint venture “presents no
Section 1 issue under the ancillary restraints doctrine™ and has “no effect on competition
in any manner relevant to Section 1.” Jd. at 6, 29.

Accordingly, the Visa and MasterCard joint ventures and their members can be expected
to use the Supreme Court’s Dagher opinion in pending class action (as well as any
future) litigation challenging its member banks’ price fixing of interchange fees. If these
arguments are accepted, such price fixing by competing banks will be immune from
antitrust challenge. For these reasons, the MPC believes Congress should clarify the
illegality of price fixing by competitors participating in a joint venture, generally, as well
as examine the price fixing of interchange fees by competing member banks participating
in the Visa and MasterCard joint ventures as a specific case study.
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Question 1 from Senator Grassley

Europe has looked at the interchange fee from an antitrust perspective. Can you tell me
what they have done with regard to interchange fees? What is the impact that it has had?

Response to Question 1 from Senator Grassley

The European Commission has taken several steps regarding interchange fees. In 2002,
the Competition Directorate of the European Commission ruled that Visa’s collectively-
set interchange fees for international transactions within the European Union violated the
EU’s competition statutes. In particular, the EC found that Visa’s interchange fees were
set at an inappropriately high level under a mechanism that permitted members to set the
interchange fees “at any level they choose, without any objective criteria and in particular
regardless of the actual cost of providing the specific services in question.” The EC
settled the matter by allowing Visa to establish interchange fees set on the basis of
specified cost categories. Visa’s international interchange fees in Europe have operated
in accordance with this settlement since that time. The settlement agreement is currently
under review for extension beyond 2007. The European Commission also is currently
investigating interchange fees charged by MasterCard for cross-border card transactions
and some intra-country transactions.

As a result of the EC's 2002 settlement with Visa, credit card interchange rates in
Europe fell significantly, from about 1.0 percent, to less than .8 percent (according to the
Federal Reserve Bank of Kansas City). In its April 2006 study of European interchange
fees, the EC stated that its 2002 Visa decision “fixed the underlying cost components for
consumer card interchange fees and obliged Visa to conduct an in depth study to justify
the level of each of the costs.... This appears to have had the effect of reducing Visa
cross-border interchange rates. MasterCard cross-border rates remained unregulated,
which allowed the network to keep interchange fees significantly above the rates for
Visa.”

In September 2005, the UK's Office of Fair Trading found that a prior
MasterCard interchange fee mechanism violated both UK and European competition
laws. However, in June of this year the OFT stated it would concentrate its resources on
the currently existing MasterCard and Visa interchange fee mechanisms after a UK court
set aside an OFT decision dealing with an interchange fee mechanism that was no longer
being used by MasterCard.

In April 2003, the Spanish Competition Tribunal held the interchange fee
mechanisms of the three Spanish card processing systems violate Spanish competition
laws. In December 2003, the processors agreed to change the manner in which they set
interchange fees and the Competition Tribunal is currently reviewing the revised
interchange fee mechanism. MasterCard has stated that the proposed revisions *could
have a material impact on MasterCard’s business in Spain.”
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Question 2 from Senator Grassley

Have other countries looked at the interchange fee issue? If so, what impact has that
had?

Response to Question 2 from Senator Grassley

As 1 discussed in my prepared testimony, in 2000, the Australian Competition and
Consumer Commission ruled that the interchange fee mechanisms used by Visa and
MasterCard violated that country’s antitrust laws, However, the card networks failed to
reach an agreement on remedies with the Competition Commission and, in March 2001,
that agency’s head requested that the Australian central bank directly regulate
interchange fees, as it was authorized to do under Australian law. In response, the central
bark limited interchange rates for credit cards to recovery of defined costs, effective
November 2003; rules for debit card interchange fees will come into effect later this year.

According to the Australian central bank, the average interchange fees in the credit card
system declined from .95 percent of a transaction’s value prior to the rules, to .54 percent
after. The resulting discount charged merchants fell from 1.40 percent to .92 percent. In
contrast, according to the Nilson Report, Visa’s average US merchant discount fee was
2.19 percent in 2005.

A key benefit of this interchange fee reduction in Australia was to reduce the subsidies
from merchants and their customers that supported the marketing costs of credit cards,
including “rewards.” As a result, card issuers were forced to compete through lower
prices to cardholders, e.g., interest rates, rather than on higher reward levels. Australian
consumers thus had a choice of card-types: lower rewards with lower interest rates, or
higher rewards with higher interest rates, As a key official of the Australian central bank
testified to a Parliamentary committee earlier this year, the reduction of interchange fees
resulted in banks focusing on the interest rate-sensitive segment of the consumer
marketplace:

The credit card business was very profitable and the banks were focusing their
competitive efforts on giving reward points to card holders. The idea that you
would go and compete for credit card customers by lowering an interest rate
seemed foreign to many financial institutions. What they wanted to do was attract
people by offering a very generous reward scheme. That was where the
competition in the credit card industry reflected itself, not on interest rates. But,
since we have seen the lower interchange fees come into existence, we have seen
the competitive dynamics realign themselves and people are now focusing on that
segment of the market, whereas previously that was not the case.

! Testimony of Dr. Philip Lowe, Assistant Governor, Reserve Bank of Australia, Official Committee
Hansard, House of Representatives Standing Committee on Economics, Finance, and Public
Administration, at 51 (May 16, 2006).
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This new focus has resulted in an increased number of consumer applications for credit
cards, as well as greater charge volumes, as consumers realized they were able to carry
balances at lower interest rates. See, e.g., “Rates Fall on Credit Cards,” The Australian
(February 14, 2006) (“Australians have never had easier access to a credit card with
banks undercutting each other in the battle for the consumer dollar”); “Big rush for new
credit cards,” The Australian (January 25, 2006).
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Question 3 from Senator Grassley

Why can’t merchants advertise to their customers at the point of sale both the price a
customer would pay with a credit card and the price a customer would pay with cash?
Do the interchange fee rules prohibit advertising both cash and credit card prices to
consumers? Do any other rules or statutes prohibit merchants from advertising both
prices?

Response to Question 3 from Senator Grassley

A full answer 1o this question requires an understanding of the card associations’
operating rules, which I have not yet been able to see. However, it is important to
understand that the card associations seem to define a “cash” discount in a very restrictive
manner, preventing merchants from fully reflecting differences of the cost of various
payment mechanisms in their retail prices. For example, Visa’s 2005 summary
procedures for merchants states:

Always treat Visa transactions like any other transaction; that is, you may not
impose any surcharge on a Visa transaction. You may, however, offer a discount
for cash transactions, provided that the offer is clearly disclosed to customers and
the cash price is presented as a discount from the standard price charged for all
other forms of payment. (Emphasis added.)

Interchange fees vary by brand association, type of card (debit or credit), and benefit
level. In particular, Visa’s “Signature” brand and MasterCard’s “World” brand, as well
as “business” cards, may incur a higher interchange fee for many types of purchases.
Hence, a rule permitting only a single “cash” discount does not allow the merchant to
reflect the higher fees for a particular type of card in prices charged to holders of those
cards. In effect, this collectively-set Visa rule requires a merchant to use the same price
in accepting a Visa credit card as in accepting MasterCard, American Express, or
Discover credit cards, or any type of debit card—a form of compelled retail pricing
uniformity among competing payment mechanisms that is hard to justify in a competitive
marketplace.

Finally, I have no particular knowledge regarding statutes affecting the posting of cash
discounts and will defer to Bill Douglass’s response to your question to him on this
subject.
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Question 1 from Senator DeWine

We have heard from merchants, including some of the witnesses for this hearing, that
Visa’s and MasterCard’s interchange fees are above competitive levels. But, at the same
time, we have heard that the number of stores that are choosing to accept Visa or
MasterCard is increasing. How do you reconcile these facts?

Response to Question 1 from Senator DeWine

Unfortunately, merchants are caught between a rock and a hard place. As discussed
previously, anticompetitive conduct by Visa’s and MasterCard’s competing member
banks has resulted in interchange fees above competitive levels. At the same time,
however, a merchant faces economic pressure to accept Visa and MasterCard because
they have market power both jointly and separately. Given this market power, a
merchant would lose significant sales and profits by refusing to accept Visa or
MasterCard, especially given the competitive nature of the merchants’ business
environment. Thus, to the extent merchants are “choosing” to accept Visa or
MasterCard, it is a ‘Hobson’s choice.’

1 should note that the existence of Visa’s and Mastercard’s market power is not mere
conjecture, but rather is a consistent finding by federal courts that have examined this
industry recently. For example, the Second Circuit held in United States v. Visa U.S.A.,
Ine. that Visa and MasterCard have market power in the market for network services.
Following a thirty-four day trial, the Visa U.S.4. District Court defined this market as the
one in which networks such as Visa and MasterCard “provide the infrastructure and
mechanisms through which general purpose card transactions are conducted, including
the authorization, settlement, and clearance of transactions.” United States v. Visa
U.S.A., Inc., 163 F.Supp.2d 322, 338 (S.D.N.Y. 2001). The court also noted that
“{m]erchant acceptance of a card brand is also defined and controlled at the system level
and the merchant discount rate is established, directly or indirectly, by the networks.” /d.

“[Wihether considered jointly or separately, [ Visa and MasterCard] have market power in
this market.” Jd. at 341. Specific evidence supporting this holding was that “Visa
members accounted for approximately 47% of the dollar volume of credit and charge
card transactions and MasterCard members for approximately 26%.” /d. Combined,
Visa and MasterCard together control over 73% of the volume of transactions on general
purpose cards in the United States and approximately 85% of the cards issued. Jd. In
addition to these high market shares, Visa and MasterCard “have demonstrated their
power in the network services market by effectively precluding their largest competitor
from successfully soliciting any bank as a customer for its network services and brand.”
Visa U.S.A., 344 F.3d at 240. Based upon these and other facts in the record - e.g., that
the market is highly concentrated and there are high barriers to entry — the Second Circuit
affirmed the trial court, ruling that Visa and MasterCard “jointly and separately, have
power within the market for network services.” Id. at 239.

10
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In addition to this government case against the Visa and MasterCard joint ventures, there
was a private case brought by merchants who also claimed that Visa and MasterCard
engaged in anticompetitive conduct in violation of the antitrust laws. In this private
action, another court held that “Visa possesses appreciable economic power” in the credit
card services market, In re Visa Check/Mastermoney Antitrust Litigation, 2003 WL
1712568 at *3 (E.D.N.Y. April 1, 2003). The court noted that the “evidence establishes
conclusively that merchants have not switched to other payment devices despite
significant increases in the interchange fees on the defendants' credit cards.” Id. (“there is
no cross-elasticity of demand at the merchant level between the defendants’ products and
all other forms of payment™). In fact, the court pointed out, Visa itself had “adopted this
market definition, excluding all forms of payment except credit and charge cards” in a
previous case. Id. (citing SCFCILC, Inc. v. Visa U.S.A., Inc., 36 F.3d 958, 966 (10" Cir.
1994) (“Visa stipulated ‘the relevant market is the general purpose card market in the
United States™)). Finding that Visa’s share of the general purpose credit and charge
market had ranged from 41% to 47% during 1991-98 and that Visa’s share of the credit
card market alone was nearly 60%, the court held that Visa “easily qualifie{d] as [having]
‘appreciable economic power’ for purposes of the per se rule.” Id. at *4 (citation
omitted).

Notably, these recent holdings that Visa and MasterCard wield market power ina
relevant antitrust market confirm that a decades-old case finding that Visa did not possess
market power in the alleged market for “all payment devices” is no longer relevant. In
that 1986 case, National Bankcard Corporation v. Visa US.A., Inc., 779 F.2d 592 (1 e
Cir. 1986), “the court determined that the relevant product market was all payment
devices (including cash, checks, and all forms of credit cards) and that VISA did not
possess power in that market.” Jd. at 603 (citation omitted). As demonstrated by the
analysis relied upon in the more recent Visa cases cited immediately above, twenty years
of evolution in payment systems has substantially changed the boundaries of the relevant
market. In this current century, “neither consumers nor [Visa and MasterCard] view
debit, cash, and checks as reasonably interchangeable with credit cards.” Visa U.S.4.,
Inc., 163 F.Supp.2d at 338 (holding that “general purpose cards constitute a product
market”). Accordingly, the findings in NaBANCO are irrelevant to any antitrust analysis
of today’s credit card market.

To reiterate the answer to your question, even though Visa and MasterCard charge
interchange fees that are above competitive levels, their market power means a merchant
would lose significant sales and profits by refusing to accept their cards. Given this
*Hobson’s choice’ of paying supra-competitive interchange fees or foregoing a
substantial portion of their business altogether, merchants are forced to accept Visa and
MasterCard.

11
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Question from Senator DeWine: There are still stores that do not take credit cards, and
some accept only Discover, American Express, or some other card, including their own cards —
and don’t accept Visa or MasterCard. If Visa and MasterCard charge interchange fees that you
think are too high, why can’t you switch to accepting only other cards?

Answer: The merchants that do not accept Visa and MasterCard are few and far between.
The courts have found that Visa and MasterCard have market power and I can tell you from
experience that they do. Merchant acceptance of Visa/MasterCard is {well over 90 percent]. If1
don’t accept their cards I will lose business. The number of consumers who use Discover and
American Express are tiny compared to Visa and MasterCard. With nearly 80 percent of the
market, Visa and MasterCard are just too dominant for me to stop taking their cards.

Question from Senator DeWine: We have heard from merchants, including some of the
witnesses for this hearing, that Visa’s and MasterCard’s interchange fees are above competitive
levels. But, at the same time, we have heard that the number of stores that are choosing to
accept Visa or MasterCard is increasing. How do you reconcile these facts?

Answer; Merchants have no choice but to accept Visa and MasterCard. Because of the
market power of those two card associations, merchant acceptance of their products will continue
to increase. Unfortunately, in the broken market of interchange fees, these associations only
compete in one way —~ to raise their interchange fees in order to attract banks to issue more of
their cards. This is directly the opposite of the competitive dynamics in healthy markets and
consumers are unaware of the inflationary pressure this puts on the price of everything they buy.
The antitrust and other fundamental problems with this system have made it such that there is no
competition. This market must be fixed so that it can function properly.

Question from Chairman Specter:  In your written testimony, you state that “member banks
must agree to charge the same interchange rates.” What is your basis for this statement? Do
you believe it would make a difference if Visa and MasterCard member banks could charge
different rates? If not, how else would you suggest injecting competition into the market?

Answer: There are several sources for this statement, but perhaps the most emphatic
statement on this point was made by Tim Muris when he testified on behalf of the Electronic
Payments Coalition before the Commerce, Trade and Consumer Protection Subcommittee of the
House Energy and Commerce Committee on February 14, 2006. Both Visa and MasterCard are
members of the Electronic Payments Coalition. In both his written and oral testimony at that
hearing, Mr. Muris stated not only that Visa and MasterCard fix the interchange fee to be
charged by all member banks, but that a centrally set fee was “essential” to the operation of the
system. Without it, he argued that the entire system would be at risk because certain issuers may
“hold-up” the system by demanding higher fees. Mr. Muris noted that Visa first adopted a fixed
fee in 1970. He did not state when MasterCard first used a fixed fee.
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While Mr. Muris argues that a fixed fee is essential, it is not clear that is the case and even he
notes that reasonableness can never be a defense to price-fixing. It is clear that this price-fixing
needs to stop. It is less clear how to rework the current system to inject competition into it. Part
of the problem currently is that a competitive system cannot exist without information. Visa and
MasterCard keep their rules and the full schedule of their rates secret and that makes it difficult
for merchants and consumers to act in ways that might bring about some form of price
competition. While we need to know more of the facts about the system to come to the right
solution — and Visa and MasterCard’s agreement to provide the Committee with their full
operating rules may aid this process — making more information available is one place to start.

Question from Chairman Specter:  MasterCard has argued that its IPO eliminated the
antitrust problems that you testified to by prohibiting its member banks from owning voting
stock. Can you explain why you disagree in more detail?

Answer: The bank members of MasterCard retain effective control of the organization in
spite of the IPO. The new class of stock issued to member banks allows those member banks to
exercise veto power over major business decisions of MasterCard. In addition, the limitations on
a purchaser’s ownership interest in MasterCard stock will keep any new investor from being able
to control the direction of the organization. These and other provisions of the IPO along with the
current forces pushing interchange fees higher will mean that member banks will continue to
exercise effective control of the organization. The bottom line is that the IPO does not in any
way solve the antitrust problems with interchange fees.

Question from Chairman Specter:  You restified that you would not surcharge your customers,
but do you agree with Visa and MasterCard’s restrictive rules regarding merchant pricing? Do
you think those should change?

Answer: While my experience is that surcharging probably would not be an effective
strategy for my particular business, I do not think that Visa and MasterCard should dictate the
way that merchants price their goods and services. Cash discounts and surcharges may be an
effective way for some merchants to let their customers know the costs that are associated with
card acceptance. If that works for some businesses, then they ought to be able to do it. The
Visa/MasterCard rules restricting this kind of pricing information from being part of the
consideration for purchasers is wrong and is part of the reason why this is a broken market.
These restrictions certainly should not exist.

Question from Senator Grassley:  Many retailers have complained about a lack of
transparency in many aspects of the credit card interchange fee operation. Among other things,
you have alleged that the Visa and MasterCard interchange rules are hidden — that is, only
synopses are made available to the merchants, the appropriate federal regulatory agency, and
the public. What do you think of the credit card companies’ original proposal to make available
copies of the rules only to those who agree not to discuss them?

Answer: This proposal by Visa is not a serious attempt to address retailers’ concerns.
Requiring me to sign a non-disclosure agreement (or gag order) if I view the rules will not allow
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me to make a realistic assessment of my rights and where I stand. Typically, I rely on my trade
association, the National Association of Convenience Stores (NACS), to help me work through
these types of situations. Trade associations may send out summaries or advisories or have
meetings on the subject that allow retailers to ask questions. None of this will be possible if
Visa's gag order is in place. In fact, and perhaps this is the point, if I were to sign such a gag
order then I would not be able to discuss the rules with this Committee or my Representatives in
Congress. That clearly is not in the public interest.

Question from Senator Grassley: Why can’t gasoline distributors advertise at service
stations both the price a customer would pay if using a credit card and the price a customer
would pay if using cash? Do the interchange fee rules prohibit advertising both cash and credit
card prices to consumers? Do any other rules or statutes prohibit you from advertising both
prices? I would think that with gasoline prices at record highs, customers would welcome any
savings they could get when they buy gas at the pump.

Answer: There are several problems that Visa and MasterCard impose with respect to
advertising prices. Most importantly, they require that merchants most prominently advertise the
full, credit card price for their products. The effect of this rule in my industry is dramatic.
Consumers driving by a motor fuel outlet have a limited time to observe the prices. Even if [
post a smaller sign indicating the cash discount price, many will not see it and will not realize the
potential savings that I am offering. This rule serves to both hide credit card costs within the
price of the product and hamper any attempts to discount for cash. In addition to that, banks
have instructed merchants that if they want to discount for cash they need to separately post the
cash price for each product as opposed to, for example, posting a sign at the register or on the
pump stating that all products receive a certain percentage or dollar discount for the use of cash.
This requirement can impose large administrative costs on merchants who want to discount for
cash. Posting two sets of prices — cash and credit ~ for three grades of gasoline is one thing, but
doing that for every item inside the store is just too difficult to work. I would also note that
while Mr. Peirez said during the hearing that the operating rules did not impose this requirement,
at least some Visa and MasterCard member banks believe otherwise and have imposed this
requirement on merchants. Situations like this are another reason why merchants need the rules
and need to be able to discuss them to protect the full extent of their ability to run their business.

The interaction of Visa’s and MasterCard’s rules with state pricing laws can also be problematic
for merchants. Some states require pricing on individual items so that every item on a shelf
would need both the credit card price and the cash price. Posting two prices on the shelf would
be very, very difficult for many retailers, but putting two prices on every individual item would
be even more burdensome, In sum, the Visa and MasterCard rules that require posting the card
price most prominently causes multiple difficulties and makes the merchant’s legal right to
discount for cash ineffective for most retailers.
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The Honorable Arlen Specter

Chairman, Senate Committee on the Judiciary
United States Senate

Washington, DC 20510

The Honorable Patrick Leahy

Ranking Member, Senate Committee on the Judiciary
United States Senate

Washington, DC 20510

Re:  Senate Judiciary Committee July 19 hearing on "Credit Card
Interchange Rates: Antitrust Concerns?"

Dear Chairman Specter and Ranking Member Leahy:

Thank you again for the opportunity to appear before the Senate Judiciary
Committee to testify on interchange and related matters. Visa U.S.A. Inc. (“Visa™)
believes strongly in the value and benefits of electronic payments to consumers and
merchants, and we appreciated the chance to share with the Committee the underlying
mechanisms that ensure a competitive, dynamic, and growing payments marketplace.

Electronic payments are one of the most important innovations in the modern
economy. Over the last 40 years, they have provided consumers with ever-improving
convenience, flexibility, and speed, while helping merchants of all sizes process more
and more transactions with greater ease and efficiency. And, electronic payments have
helped to open entirely new business opportunities such as e-commerce.

We recognize the inherent challenges in describing the complexities of our
business and the interchange mechanism. However, it’s important to point out that how
Visa sets interchange is similar to how many, if not most, businesses (perhaps even
retailers) determine pricing for the products ‘and services they sell. Interchange
represents a careful balancing of the costs of supply and the value of demand. In the case
of Visa, there are two “end users,” cardholders and merchants, and the supply and
demand characteristics of both of these end users must be taken into account when setting
the “wholesale™ rates between the banks, which acquire for merchants on the one hand,
and issue cards to consumers, on the other. An analogy would be when a consumer
shops, that consumer is paying a retail price for the merchandise he or she buys. The
wholesale price the store paid for that product is set by the manufacturer and the retailer

VISA USA iNC. Phone: 41-932-2244
Post Office Box 194607 Fax: 650-554-3711
San Francisco, CA 94119-4607

U.SA.



44

The Honorable Arlen Specter
The Honorable Patrick Leahy
August 28, 2006

Page 2

is under no obligation to share that price with the consumer. This latitude allows retailers
to compete with one another by marking wholesale prices up or down, offering services
and products in combination with one another, holding sales and special promotions and
the like, and still make a profit.

Competition is fundamentally “baked” into the process of setting interchange.
The reason for this is that not only is interchange a tool that allows Visa to compete for
the issuance of cards by banks and thereby grow consumer use of efficient, secure, and
reliable electronic payments, it is equally used to compete for the acceptance of cards by
merchants. If interchange is set too low, fewer Visa cards may be issued by banks and
consumer usage is curtailed. If interchange is set too high, merchant banks will be unable
to contract with merchants to accept our products and both merchants and cardholders
alike will drop out of the system. This balancing act requires the competitive setting of
interchange.

It is also important to recognize that merchants both large and small have a role in
determining their payment costs, and we are always open to discussing the many options
at their disposal. For example, retailers are free to steer consumers to other forms of
payment, they can offer consumers cash discounts, and, of course, they can choose not to
accept Visa if it doesn't make sense for their business. Additionally, Visa has a track
record of working with retailers in specialized categories — from utilities to fuel —to
develop a pricing model that works for them while driving volume to our system. Having
said that, and to address the focus of your hearing, a 2005 study by the Aite consulting
group found that the cost to merchants of accepting credit card payments, in particular, is
lower in the United States than in most developed countries.

We know that the Committee is aware that Visa has a dispute with some large
retailers and national chain stores who are seeking government price controls on
interchange and the ability to surcharge consumers. However, it would be a disservice to
the Committee to suggest that this dispute accurately reflects the relationship we have
with the millions of merchants we serve. Merchants are important stakeholders within
the Visa system, and we will continue to work hard to earn their business, while
maintaining the convenient, reliable, and secure payments network that helps drive their
growth and security. We believe the value Visa delivers to retailers is a key reason why,
in 2005, Visa increased the number of businesses who accept our cards by over one
million outlets, bringing total card acceptance to over 6 million outlets.
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Attached are my responses to the specific follow-up questions from your
Committee. Please let me know if I may be of any further assistance. We look forward
to maintaining an ongoing dialogue with the Committee on this and other issues.

_ Sincerely,

Joshua R. Floum

Enclosures
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Answers to Written Questions

"Credit Card Interchange Fees: Antitrust Concerns?"
A Hearing before the Senate Judiciary Committee

July 19, 2006

Questions from Senator Specter:

1. It seems clear to me that MasterCard and Visa have market power,
and the courts seem to agree with me on that. Your member banks overlap
almost completely, and together you have roughly a 75 percent market
share. Can you explain to me why-—other than that it has resuited in over
$30 billion dollars in revenues—interchange fees are a percentage of every
purchase? As Mrs. Miller has testified, it seems to me that the cost of
processing the payment is the same, regardless of the amount.

Answer to Question 1:

Visa believes that the guiding analysis here is {o be found in National Bancard
Corp. v. Visa U.S.A., Inc., 779 F.2d 592 (11th Cir. 1988), a case where the
trial and appeals courts expressly considered whether interchange is unlawful
price-fixing. Those courts found that interchange, far from being unlawful, in
fact promotes competition. The courts held that interchange is both fair and
necessary to the operation of a payment card system. Further, the courts
recognized that Visa competes with a broad variety of payment methods —
including cash and checks — for the loyalty of merchants and consumers.
Visa continues to compete vigorously with cash and checks, and in fact an
array of new market entrants such as PayPal, Debitman, Google Checkout
and others create more fierce competition for every payment transaction
every day.

Although one court recently found that MasterCard and Visa have market
power, it is important to emphasize that the market at issue in that case was
not consumer or merchant use of payments. Instead, the court’s finding in
United States v. Visa U.S.A. inc., 344 F.3d 229 (2d Cir. 2003), was that Visa
and MasterCard together had market power in an alieged market for “general
purpose nefwork services” to banks and processors. Although Visa
disagrees, the finding should be understood within the context of that litigation
~ litigation in which banks were the customers at issue. Here, this Committee
is considering the effect of interchange fees on merchants and cardholders,
and that calls for a different analysis.

if a company unlawfully exercises market power, one would expect output to
be restricted and prices to be set at unreasonably high levels. This is far from
the case with Visa, as more and more cardholders and merchants use the
services provided by Visa's member banks and Visa's interchange and its
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member banks’ merchant discount rates are lower than its smaller competitor
American Express. .

It is important to emphasize as well that interchange fees are not charged to
merchants or cardholders and are not revenues received by Visa. Rather,
they are fees which are paid by the merchant's bank (the “acquirer”) to the
cardholder's bank (the “issuer”). Just as for any other service provider or
manufacturer, these rates reflect not only the costs of communicating
transaction information, but also the value to stakeholders of providing a
constantly improving and efficient system. Visa uses interchange to
encourage members to grow and invest in the system, to the benefit of both
merchants and cardholders. Increased cardholder use means increased
volume and profit for merchants, and increased acceptance means increased
value for cardholders. Interchange must strike the balance that accomplishes
both of these goals. If acquirers charge too much to merchants, acceptance
would be discouraged and the system as a whole would suffer. And, if
issuers charge cardholders {oo much, use would be discouraged and, again,
the system as a whole would suffer. Visa uses the interchange fee to incent
innovation, product development and use, data security, cardholder
convenience and the increased use of more efficient payment devices in lieu
of cash and checks.

2. Retailers have said that they do not get a copy of the full schedule of
interchange fee rates charged on different transactions. How can you
justify not letting your customers see the prices they are paying for the
service you provide?

Answer to Question 2:

Retailers do know, and always have known, the price they pay to accept Visa
cards. Retailers are not customers of Visa nor do they pay fees to Visa.
Instead, they negotiate their cost of acceptance directly with their bank; this
price is known as the “merchant discount.” Retailers are fully aware of the
merchant discount they pay.

Interchange, on the other hand, is a fee paid from acquirers, the merchant's
bank, to issuers, the cardholder's bank, within the Visa system. It is, in
essence, the “wholesale cost” of a payment card transaction. As | testified,
neither the Macy’s at Pentagon City nor for that matter any gas station or
other retailer posts their wholesale costs, only their retail prices—because this
is what the consumer pays. Unlike interest rates or late fees charged by
banks to consumers, interchange fees are not paid by merchants or
cardholders. They are inter-bank wholesale rates, which the merchant’s bank
can either mark up or down, and to require disclosure to merchants or
cardholders would be analogous to requiring gas stations to post what they
pay wholesale for fuel from their suppliers.
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3. Could you describe in detail the process Visa uses to establish
interchange fees for its various card products? What costs are included?
What costs are exciuded?

Answer to Question 3:

Interchange is a transfer of value between the merchant's bank and the
cardholder’s bank involved in a particular transaction. Like any other value-
based model, interchange reflects not only the costs of communicating
transaction information, but also the value to stakeholders of providing a
constantly improving and efficient system. All participants benefit as the
system expands and becomes more efficient. Visa uses interchange to
reflect this vaiue between bank participants, and to encourage members to
grow and invest in the system, to the benefit of merchants and cardholders.

Visa manages its interchange rates to reflect unique product attributes, the
modes of processing a payment, and the different dynamics of various
merchant segments. On the product side, Visa has a separate set of
interchange rates for Visa's debit product from the interchange rates that
apply to its consumer credit products, and both are different from the
interchange rates applied to Visa's commercial products. In all cases,
interchange reflects the costs of providing these various product types, the
value each product type generates for acquirers and merchants, and the level
of pricing on competing products and services.

in each case, product-level distinctions in the cost-of-funds, the risk of
cardholder default on payment, and other costs of acquiring and servicing
consumers are taken into account.

Examples of how Visa has used interchange to achieve its goals of expanding
participation in the Visa payment system and strengthen system performance
include the following:

s To provide greater cardholder and merchant security on internet
transactions, in December 2001 Visa developed its Verified-by-Visa
Program. To provide incentives for merchant adoption, Visa
provides lower interchange rates on transactions authenticated
through the service.

s  In October 2003, Visa created the Small Ticket Payment Service to
drive further penetration of low dollar transactions in cash-heavy
segments. As part of the program, Visa eliminated signature
requirements, provided incentive interchange rates, and provided
additional merchant protections. These pricing strategies led to the
development of wide payments acceptance in, for example, quick-
service restaurants.

»  Visa also created a utilities program in April 2005, designed to grow
the use of Visa for consumer bill payments in that segment. A
custom-tailored interchange schedule for this program has led to
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the enrallment of more than 4,000 utilities in the program, leading to
greater efficiency, security, and payment certainty for these
regulated providers.

Visa U.S.As Independent Directors are responsible for managing Visa's
interchange rates that apply to the U.S. marketplace. When evaluating
interchange rates to determine if Visa is competing effectively and meeting its
goals to grow system participation and payment volume, Visa looks at data
from the marketplace, including rates of transaction and sales volume growth
in key merchant segments, and the product, merchant, and risk attributes
described above.

4, Visa introduced a higher fee structure for its premium Visa Signature
card on April 1, 2005, the same day that MasterCard introduced a higher fee
structure for its premium World card. What process was used to ensure
that the higher fees for the premium cards offered by MasterCard and Visa
were made effective the same day?

Answer {o Question 4:

Visa did not communicate with MasterCard about this pricing decision, and, to
the best of my knowledge, it has never communicated with MasterCard about
any other pricing decision. To the contrary, Visa competes vigorously with
MasterCard and considers its interchange strategies among its most
confidential and competitively sensitive information.

Visa's system processes billions of transactions a year virtually flawlessly. In
2005, the system experienced only 72 seconds of “‘down time.” To
accomplish this feat, Visa makes sure that all updates to its system are
carefully planned and coordinated. Visa, therefore, announces system
changes in advance and implements them on a predictable schedule, timed
to avoid critical peak transaction seasons. Upgrades are made in April and
October of each year. Visa announced its changes to Visa Signature to
acquirers on November 19, 2004 and implemented them the following April.
Visa did not learn of the MasterCard changes to its World card product until
after MasterCard announced its changes in February 2005.
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5. Please make a full copy of Visa's operating rules available to the
Committee. :

Answer to Question 5:

Visa will make a fully copy of its Operating Regulations available to the
Committee.

Visa Operating Regulations contain confidential and sensitive information
about the Visa system. Securing the Visa system and cardholder information
with which we are entrusted is crucial to all stakeholders in our system;
therefore, we request that the Committee review our Operating Regulations in
confidence.

We also note for the Committee that Visa has recently announced that Visa
will make its Operating Regulations available to its merchants. As Visa
continues to grow and expand in today's dynami