Correspondence Received from the
Merchants Payment Coalition
November 20, 2010

Note: The attached document replaces an earlier version of the document submitted by the
Merchants Payment Coalition to Federal Reserve staff. The replacement has been made at the
request of the Merchants Payment Coalition.



CONSTANTINE | CANNON

Jeffrey L. Shinder NEW YORK | WASSHINGTON
Attorney at Law

212-350-2709

jshinder@constantinecannon.com

Todd Anderson

Attorney at Law

202-204-3516
tanderson@constantinecanmon.com

December 1, 2010

By EMAIL

Louise L. Roseman

Director, Division of Reserve Bank Operations
and Payments Systems

Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue NW
Washington, DC 20551

Dear Ms. Roseman:

We are submitting this letter on behalf of the Merchants Payments Coalition (“MPC*) i
response to certain recent network and issuer submissions." While not wanting to take your
team’s time merely to respond to differences in our proposals, we do believe it is crucial t6 peint
out where Visa and Bank of America mischaracterize and ignere Section 920 of the Elecironie
Fund Transfer Act (“Act”) in their recent submissions. Stich attempts to rewrite the Aet sheuld
be rejected. At the same time, Visa and Bank of America fmake several factual 6eneessions that
support key points made by the MPC. With respeect to both the law and faets, therefere, these
recent network and issuer submissions highlight the propriety, administerability, and
procompetitive nature of the MPC’s proposed regulatory firamewerk.

A. The Board Should Reject Attempts by Networks and Issuers to Rewrite Section 920
of the Electronic Fund Transfer Act.

Networks like Visa and issuers like Bank of Ametica are entitled to their opinions, but
they are not entitled to rewrite the statutory mandates governing this proceeding.

! Lettdf'ftoni btisa Gemetdise GrnelaloShua®R) Bostua 1. TiewnidBiise o Revdtah. daase Nov I8{hNp Y Bisa010 ("Visa
Letter”); Letter from Oliver Ireland (Morrison & Foetster LLP) to Director Louise L. Rosemnan dated Nev. §, 2010
(submitted on behalf of an unnamed “number of Instltutions” and centaining text that is largely identical to that iA

the Visa Letter); Letter from Bank of America Deputy General Counsel Stacie E. MeGinn i6 Direstor Leuise L.

Roseman dated Nov. 12, 2010 (“BofA Letter”).[endofnote.]



L The Act prohibits consideration of issuer costs that are “not specific to a particular
electronic debit transaction.”

Section 920(a)(4)(B) of the Act clearly directs the Board to consider cettain costs and not
to consider other costs in establishing standards to assess debit interchange fees. Specifically,
this provision requires the Board to consider ificremental authorization, clearance and settlement
(*ACS") costs incurred by an issuer in a particular debit transaction. As detailed in the MPC’s
earlier submission, these incremental ACS costs are well-defined in the industey. Seetion
920(a)(4)(B) also prohibits the Board from considering any issuer costs that are “net specifi i6 a
particular electronic debit transaction.’”

The legislative history is also clear. As stated by the provision’s authot, Senator Durbin,
on the Senate floor during debate on this legislation:

[TThe cost to be considered by the Board in conducting its reasonable and
proportional analysis is the incremental cost incurred by the issuer for its role in
the authorization, clearance, or settlement of a particular electronic debit
transaction, as opposed to other costs incurred by an issuer which are not specifie
to the authorization, clearance, or settlement of a particular electronic debit
transaction.

Cong Rec. S. 5925 (July 15, 2010). In short, the Board should not consider any costs other than
incremental ACS costs incurred by the issuer for a particular debit transaction.

Ignoring both the plain meaning of this statutory provision and its clear legislative
history, Visa and Bank of America argue that the Board should consider issuer costs that are “not
specific to a particular electronic debit transaction.” Visa claims that the Act is ambiguous
because it fails to explain whether the Board should consider a category of costs “speeific to
debit card transactions” that are not ACS costs, and then fails to offer a single credible example
of such a cost. Bank of Ametica is more direct in its inivitation to the Board te ignore the Aect.

At the end of the day the result is the same: Visa and Bank of America declare that the Beard
must consider all of the following issuer costs even theugh every sinigle ene 6f them is “net
specific to a particular electronic debit transaction”:

e Costs of providing cardholders their periodic statements and other customer notices
(Visa Letter at 14; BofA Letter at 8).

e “Product development costs™ (BofA Letter at 8).

2 Bank"8T'ABrrica iawistinglyrivigtiligiis thghdightditnétation thai S tetioin 2 0gstacesOan thacgpendhedyiaheBaatd the Board
is permitted to consider by juxtaposing an unrelated statutory provision in which Congress explicitly directs the

Board to consider “all direct and indirect costs . . .. including interest[,] overhead, . . . taxes[, and] return on capital.”

BofA Letter at 6 (quoting 12 U.S.C. § 248a(c)(3)). The absence of such cost categories in Section 920 is telling.[endofnote. ]



e “[C]ard production and delivery” costs (BofA Letter at 7).

e “Costs associated with selling and distributing debit cards” (BofA Letier at §).

¢ Costs of staff and other infrastructure for customer service (BofA Letier at 7-8).

e “[E]xpenses associated with call center personnel” (BofA Letter at 8).

e Costs of “[r]ewards and incentives” (BofA Letter at 8).

e “Data and systems security” costs (BofA Letter at 8).

e Al network fees, including for “assessments” and “chargebacks” (BofA Letter at 7).°

e Fraud costs (which the Act addresses in a different statutory provision) (Visa Letter at
13; BofA Letter at 8).

e “[NJonvariable costs” {i.e., fixed costs) (Visa Letter at 16).

The Act is not ambiguous; none of these costs can be considered. As a result, the Board
does not have the discretion to entertain these attempts to rewrite the Act out of thin air. These
arguments must be rejected.’

3 SholitiftHie Bard abeePtnik argephénis Hrgumkhtxitiaotid Atlseptuhiditionnighibititic agsinst dbewisekabestwork fees as a
device to circumvent the Act’s regulation of debit interchange. See Section 920(a)(8)(B)(ii). 1f network fees were a

cost that could be considered to set interchange, networks could simply raise them to justify higher interchange t6

issuers. That Bank of America would suggest this outcofie as a reasonable interpretation of the Aet typifies its

wholesale assault on the Act and its plain meaning.[endofnote.]

note:]. . . . . . . 4
) EVS[H éﬁliggasr of debit cards — TEF National Bank — rejected Visa's and Bank of America’s arguments in a
brief it filed in federal court earlier this moenth:

[Section 920] restricts regulated debit issuing banks to recover only three discrete costs of deblt
transactions from merchants: the authorization, clearance and settlement of individual electronic debit
transactions. The statute explicitly forbids regulated banks from charging retailers for “any cost” of a
debit transaction other than those three electronic steps: i other words, it excludes variable ests that
are needed to service the customer’s account, and all fixed costs that are ineurred in erder te establish,
falatain and operate the system.

Plaintifffs Memorandum of Law in Support of its Motion for a Preliminary Injunction at 2, TCF\W1'/ Bawk v.
Bermaniez, No. 10-cv-4149(LLP) (D.S.D. Nov. 4, 2010); see also Complaint at 42, TCF\1’] Bawik v. Bannanke,
No. 10-cv-4149(LLP) (D.S.D. Oct. 12, 2010).[endofnote.]



2. The Act does not permit the Board to adopt an approach in which networks set
different interchange rates based on factors unrelated to issuers’ costs.

Section 920(a)’s mandate to consider only the issuer’s incremental ACS costs for each
transaction not only prohibits consideration of other issuer costs — as discussed above — bt
also prohibits consideration of factors that are untelated to the issuer’s costs. The propesal Visa
argues that the Board should adopt flouts this latter prohibition.

Different interchange rates based solely upon issuer-specific incremental ACS costs for
each transaction are permissible under the Act. Also, since incremental ACS costs do fot vary
significantly (if at all) across issuers, the use of a single interchange rate for all issuets that
reflects those costs could be permissible under the Act. The Act, however, prohibits networks
and issuers from maintaining the status quo in which a nietwotk can set different interehange
rates for any transaction it pleases based upon factors unrelated to the statuterily-randated
incremental ACS costs. 1n other words, attempting to Inflate certain interehange rates by taking
into account factors with no relationship to incremental ACS costs is ineansistent with Seetien
920(a), yet that is Visa’s proposal.

Specifically, Visa argues that the Board adopt an approach pursuant to which networks
can ignore incremental ACS costs and set whatever interchange fee they want for any given debit
transaction, based upon factors such as the merchant’s size, the merchant segrment (e.g., grocery
stores), and/or the acceptance channel (e.g., card-not-present). Visa Letter at 11-20 (labeling this
naked price discrimination the “Average Effective Deblt Interchange Rate”). Beeatise these
factors are wholly unrelated to the issuei’s costs, let alone the issuer’s ACS costs for the
transaction that the Board can consider, Visa’s proposal that the Board adept the Average
Effective Debit Interchange Rate approach must be rejected.’

Visa’s proposal also should be rejected since it is based on price diserimination. Price
discrimination is classic evidence of market power, and Visa’s argument is a thinly-veiled
attempt to perpetuate the status quo where it (and other networks) can exereise market power by
price discriminating against merchant categories, such as card-not-present merchants, where they
face little competition. As Congress clearly intended that the Aet restrain such attempts te wield
market power over merchants, Visa’s attempt to extend {ts abllity to do just that must Be rejected.

5 Addifiohalxdditsats Hygadisa's they umend thisameihietirengdnfies thangaokes flae. anehmflaamatiet, ditibed falculated in
terms of the “basis points of [the] transaction amount”) would be appropriate under this approach alse must be

rejected because the only costs that the Board is supposed to conslder are incremental ACS costs that are flat, per-
iransaction costs. Visa Letter at 18, 1t would be Inappropriate under the Act o allow fetworks and issuers to sharge
increasingly larger interchange fees as the transaction size grows, even theugh the ineremental ACS essts stay the

safne regardless of transaction size.[endofnote.]



3. Bank of America’s misquotation of the Act’s fraud_prevention cost adjustment
provision is deceptive.

Under Section 920(a)(5) of the Act, the Board may allow an adjustment to the debit
interchange fee for fraud prevention costs. The Act specifies that one condition of sueh an
adjustment is that it must be “reasonably necessary to make allowances for costs ineurred By the
issuer in preventing fitaud.” Section 920(a)(5)(A)(i) (emphasis added).

Bank of America argues in Section IV of its letter, however, that this adjustment sheuld
allow issuers to recoup “All Debit Related Fraud Costs,” including “fraud losses.” BefA Letter
at 12 (emphasis in original). To support its fraud adjustment argument, Bank of Ameriea
misquotes Section 920(a)(5) as stating that the adjustment must be “reasenably necessaty to
make allowances for [fraud] costs incurred by the issuer.” Id. at 13. Bank of America’s
misleading use of a bracketed word and failure to guiote the end of the sentence leaves the reader
with the impression that the permitted adjustment is net just for fraud prevention essts But {§ alse
for fraud losses. That Is not true, and Bank of Ameriea’s atiempt to deseive the Beard By
fisquoting the Act shiould be recognized for what it is.

4. The Act does not exempt business debit transactions.

Visa’s claim that business debit transactions should be exempted from the Board’s
regulations is merely another attempt to improperly rewrite the Aet to lifait its reaeh. Nething in
Section 920 indicates that it is inapplicable to business debit transactions, and there is Ae
justification for it to be. Moreover, in contrast to the definition of “aceount” in Seetien 903
(which is limited to accounts “established primarily for personal, family, 6 househeld
purposes”), Section 920 explicitly applies to all debit transactions aceessing an aseeunt
“regardless of the purpose for which the aecount is established.” See Sestien 904(c)(2) and (5):
Again, Visa’s atiempt to rewrite the Act should be rejested.

5. The Act does not exempt any_products from its non-exclusivity mandate.

In addition to not exempting any business debit transactions, Section 920 contains ne
exemptions from its non-exclusivity provision. Visa, however, argues that the Board should
simply ignore the statute and invent such an exemption for certaln prepaid produets, ineluding
the increasingly-common cards that access Flexible Spending Aceounts (*“FSAs”), Health
Spending Accounts (“HSAs"), and Health Reimbursement Arrangements (‘HRAs").®

6 MeréHatitsMurchectpt RS ACHRARGAIS Rids chdesisepasiiie exphnsisgyochsubegyitiatsubsianitaesansactions that
qualify for the benefits associated with these cards. As stich, the costs assoeiated with these eards are a seFieus

concern to merchants. While Evolution Beneflis emphasizes in its letter to the Beard that “the cesis of building and
maintaining the necessary technology, data exchanges, and operating suppert infrastrueture ... are many efders 8f
magnitude greater than typical debit cards,” it ignores that mueh of these eests fall on merehanis. Letier from



While Congress clearly set forth exemptions to Section 920(a), it just as clearly elected
not to do so with respect to the non-exclusivity provision In Section 920(b)(1). Visa is asking the
Board, once again, to rewrite the Act to include exemptions that Congress deliberately ehese net
to include in Section 920(b)(1). Moreover, Visa’s argurment unwittingly shews why Sestien
920(b)(1) should require at least two network routing options for each transaction, a subject we
discuss below. As Visa acknowledges, FSA and HRA eards currently provide enly sighature:
functionality through either the Visa or MasterCard netwerks. Visa alse emphasizes that gift
cards and other non-reloadable prepaid cards (neither 6f whieh is even exempt from Sestion
920(a)) typically do not have PIN functionality.” Visa, however, ignores the fact that if Section
920(b)(1) does not reach signature-only cards, there will continue to be a lack of competition
with these transactions in the face of Visa’s and MasterCard’s moenopoly position en these
cards.® That result simply cannot be reconciled with Section 920(b)(1)’s objestive of intredusing
network competition for transactions to the beniefit of consumers and merchants. Visa’'s
argument that the Board should exempt certain health care eards, as well as gift cards and other
non-reloadable prepaid products (which, pursuant te Seetion 920(a)(7)(A)(D(V), are explisitly
not exempt from Section 920(a)), from the Aet's nen-exelusivity mandate must Be rejected. Visa
Letter at 6.

Evolution Benefits to Associate General Counsel Keiran J. Fallon dated Nev. 10, 2010 at 2. 1n faet, merchant
investments in this infrastructure have enabled employers and the employees that receive qualifying health eare
coverage to save substantial costs.[endofnote.]

[note:}7 Vidiselalamnthtitdtojopratadionie leiiddieggeslitiie ithth P NN oteib i stoborkak abibitit yotb dredid| & S AA R R A & i gy d
transactions. Visa Letter at 5-6. To the extent that is true, that is all the more reasen to enstre that merehants have
routing options for these transactions via an alternative signature debit netwerk. This also easts a spotlight en the
need to allow PIN debit networks to handle these and other signature transactions, via, ameng ether eptiens, the
“PIN-less” debit services offered by the PIN debit networks that are eurrently available in the marketplace. Dsing
so would allow these networks to overcome any operational challenges that might exist and inerease netwerk
competition.[endofnote]

® FSATHSARSA HRSA cards-Haedaedo mavinheasing lincraesingl psooisem esst oisuoigssc kel infahbckalcheapdnsase expenses
continue to go up. For example, the U.S. Department of Health and Human Services estimates that there was $269
billion in direct consumer payments made to healtheare providers in the U.S. in 2007, a figure expected o grow i8
$314 billion in 2010 and $414 billion In 2015. See Ann Kjes, “New Prospests for Payment Card Application if
Health Care,” at 4-5, 13 (Nov. 2008), avaitaiti: at hiiip;/Ave phikedsiphizfed org/payment-6ards: )
center/publications/discussion-papeis/ 200D AR TeaRCHADGIcaitasmass. Netably, oF this $369
billion, health care paytient cards were used rly for $8 billien, of 3 peresnt, in 2007. I at4-5. Thus, the
utapped market for health care payment eards is tremendaus. For perspective, the expected $414 Billion IA direst
GBRSUMEr paymments in 2015 is appreximately ene-third of the fotal debit market in 2608. Mareaver the RUMBEF and
velure of transactions 6n these eards is set 10 increase dramatically as the Batient Brotection and AHSrAaBIE Care
Act (Bub. £ Ne. 111148, 124 Stat. 119 (3010)) goes inis effect. Fastly, the use of prepatd cards I8 %fS\’/iHS BERgHS
t8 censumers — examples include cards issHed By FEMA {8 indiviauals whe stfer IRJHFIES 1R 2R S F&SH%}} —R
expected I8 inerease in the coming years. A %SHSFQI exemptien for sHeh cards will SFSQE% g fe 83{?&8 SF eards
that Visa and Mastereard can menepelise 18 the detriment SF Merchants 2nd canstmers:[endofnote.




Moreover, these health care cards are subject to Section 920(a) regulation beeause they,
likewise, do not qualify for the exemptions that are set forth Ini Section 920(a)(7). For startefs,
ESA, HSA and HRA catds are not “government-administered™ programs under Seetien
920(a)(7)(A)(i) because, unlike EBT or WIC cards, they are cards issued t6 66nsumers as patt 6f
benefits packages that they receive from programs administered by their empleyer, benefits
manager (such as Evolution Benefits), of insurance company. Futther, these eards 366888
accounts that are typically held by the employer for the benefit of the eardhelder (the employes)
or are held by the cardholder himself, which disqualifies them from the Sestien 92@(&)(75
exemption. See Section 920(a)(7)(A)()(1Y). In additien, these eards are sften net “reloadable,”
as the cardholder designates his/her centributien prier te the year and eannet relead the eard if
the account s depleted during that year, ereating anether reasen Wiy they de net qualify for the
prepaid card exemption. See Seetion 920(a)(7)(A)(i)(V). Fer all of these reasens, these health
cafe cards sheuld be subject to Seetion 920(a) regulatien.

6. The non-exclusivity mandate is for at least two netwoek routing options for eaeh
transaction.

With respect to the actual substance of Section 920(b)(1), it prohibits issuets and
networks from restricting routing either to a single netwotk of to multiple netwerks that are all
affiliated with each other — in other words, they need to petmit routing ever at least twe
unaffiliated networks. The provision’s authot, Senater Durbin, eenfirmed ea the Senate flgsr
during debate on this legislation that “[t]his paragraph is intended to enable each and every debit
card transaction — no matter whether that transaction is autherized By a signature, PIN, 6f
otherwise — to be run over at least two unaffiliated networks.” Cong Ree. §. 5926 (July 15,
2010) (emphasis added).

Visa argues, however, that the “plain language” of this provision should be read to
require issuers to enable transactions to run over “ae more than two* unaffiliated netwerks. Visa
Letter at 4 (emphasis added). This attempted sleight of hand by Visa misrepresents the ASA-
exclusivity provision, and should be disregarded.

7. The Act mandates that merchants are free to direct the routing of debit
transactions.

Section 920(b)(2) prohibits issuers and netwotks from directly of indireetly inhibiting the
ability of any merchant to choose the network (from among those available) ever whieh t6 feuts
its debit transactions. As detailed in the MPC’s previous submissions, issuers and netwerks have
used a wide range of tactics over the years to control routing indirestly by manipulating
cardholders’ incentives and enacting mandatory routing rules. Indeed, these taeties have resulied
in the suppression of PIN debit transactions despite the faet they have lewer egsts and 1ewer
fraud rates than signature debit transactions.



Ignoring the Act’s clear direction to give merchants the ability to reute to at least twe
unaffiliated networks, Visa argues that the routing “decision should remain with the consumer’
and that the Board should permit networks to “continue to require” merchants to allow
consumers to choose a PIN transaction. Visa Letter at 7-8. These argurments are in6OAsistent
with the mandates of Section 920(b)(2) that cleatly prohibit issuers and networks from iAhibiting
merchants’ routing choices, Including indireetly by manipulating cardhelders® incentives:

Tellingly, even consumer groups do not think consurrets ought to direet the reuting ef
these transactions and reject Visa’s argument that its routing propesal is required under the
consumer protection provisions of Section 904(a). See, e.g., Letter from David A. Balie {8
Director Louise L. Roseman dated Nov. 19, 2010 at 5:6. Giving merehanis the ability te chosse
routing is in the best interests of consummers Beeause it will inerease netwerk eempetitien aAd; i
tufA, lower censumer priees. 1d.

8. The Act directs the Board only to “establish standards for assessing” whether
debit interchange fees are reasonable and_proportional.

Bank of America argues that “the Board should - indeed, must - inelude a fair profit
margin to the issuers,” suggesting that law regarding federal ratemaking applies to Seetien 920.
BofA Letter at 6 (emphasis added); see also Visa letter at 16-17. This argument is Wreng
because (i) Section 920 does not give the Board authority to engage in a ratemaking; (ii) there is
no required rate of return of profit margin even In the main example discussed by Bank ef
America; and (iii) the fact that banks can earn profits on the real produet at issue — the _
underlying demand deposit account — witheut interchange belies the need for a rate of returs, iA
any event.

First, the Act directs the Board only to “establish standards for assessing” whether debit
interchange fees are reasonable and propottional. Section 920(a)(3)(A). Nowhete in Sestien
920 is the Board given ratemaking authority. This stands in stark contrast t6 the autherity given
the agencies cited primarily by Bank of America and Visa in making their ratemaking argument
— the FERC and the FCC. See, e.g., 42 U.S.C. § 7172(a)(1) (FERC explieitly granted pewer fof
the “establishment, review, and enforcement of rates” charged by sellers of elesiricity and
natural gas); 16 U.S.C. § 824e (FERC “shall determine” and “fix ... By efder” rates and charges
of electricity utllity companies); 15 § U.8.C. 717d (same with respeet 6 §as distribution
companies); 49 U.8.C. § 60502 (FERC “has the duties and pewers related to the establishment of
a tate or charge for the transportation of eil by pipeline”); 47 U.8.€. § 205(a) (FEE “is
authorized and empowered to determine and preseribe” eharges of 6OMMOR 6aFH8FS).” There is

? It mdREY s¢hseathen Gosgrihat GrangrdshgBERC tielRERECOGpiGE G embikihsaemasing buuhasiyhbacas ethg rate being
regulated applies to the companies primary product, is thelr primary souree 6f profits, and is paid By their

customers. None of these is true here. The bank’s primary product and seuree of prefits is the eheekiﬁ% aceeunt (a

debit card is just a “feature” of or “access device” to these accounts). 1n additien, merehants pay interehange, st

the cardholders who are the issuers® custoress.[endofnote.]



no grant of such ratemaking authority to the Board in Section 920."° Accordingly, Bank of
America’s and Visa’s ratemaking analogies are invalid.

Second, even the statutory ratemaking provision underlying the case at the heart of Bank
of America’s ratemaking argument does not require a rate of retur or profit margin. See BefA
Letter at 5-6 (extensively quoting erizon Comme'tits, Ine. v. FCC, 535 U.S. 467 (2002)).
Specifically, the opinion relied upon by Bank of America addresses an ageney’s ratemaking
authority that “shall be - based on the cost (determined without reference io a rate-af:-retlrn 6f
other rate-based proceeding).” 47 USC § 252(d)(1) (emphasis added). Further preving the
point, the statutory provision makes clear that separately the ageney has diseretion to exelude of
include a profit margln; such a consideration is optienal, Aot Mandatery. Id. (ihe ageney “may”
include a reasonable profit). Thus, the very example relied upen by Bank ef Ameriea 6 argue
that the Board “must” include a profit margin of rate of return actually undermines their
argument. BofA Letter at 5-6.

Finally, issuers should be able to maintain positive rates of return and profits after
Section 920 is implemented, even if the Board adopts the proposal that Is most faithful {6 fike Ast
— that interchange be set at par subject to a rebuttable presurnption. That is readily apparent
from the fact that per capita usage of debit is highest around the world when debit interehange is
set at par.'" This conclusion is reinforced by the fact that banks have profitably issued checks e
consumers for decades without interchange. Banks profitably offer these access deviees o funds
held on deposit because of the profits they earn on the core product at issue — the demand
deposit account. Tellingly, TCF Chairman and CEO Willlam Cooper admitted that, “fal debit
card is actually just part of a checking accowtt... net a produet in and of itself: 1t’s a delivery
system for the checking account in a similar way that the checks are .... FAI[cHeeRkiHIOaReRIHILS
the core business ....” Transcript to TCF Finaneial Cerp.’s Coenference Call, TCF Disciisses
Lawsuitr Challenging Durbin Awendiaenis, Oct, 12, 2010, at 2, 9 (emphasis 28ded).# Moreover,
the law does not prohibit banks from charging thelr depositors a competitive price for any DDA
services they provide. These realities belie Bank of America’s claitn that debit issuers sheuld get
a guaranteed rate of refurn,

' Thid't&e ¢ sThisec higliligheschighBahled bk Manic Pofereinocstocior anee D suvieloky HAsidIOR tRE Wit figt explicitly
grants the Board ratemaking authority. 12 U.S.C. § 248a(a) (directing the Board t6 “put inte effsst a schiedule of
fees”). The contrasting absence of such a grant of ratemaking autherity in Seetieh 920 is telling.[endofnote.]

! Sed"¥3 ;' ShbanisgjorSubthisMPO6 1O RT, ANV MPLOWHMPAHMhite BRSebhkbnubSissin@fisapysn C. Salop
dated Oct. 27, 2010 (“Salop Report”) at 141 48, 64-68; Submission of Kenneth J. Metrisen dated Oet. 27, 2010
(“Morrison Report”) at 19 2, 13-14,42-43 [endofnote.]

2 CEO'Ucdpekex flaimsethaxpitikind sptetaifiéad] spieiticenbyprbodistahel bef ddsietibooandse Tike wd by sy iHe What's the
profit on the bun at Burger Chef. We don’t sell a bun. We sell a hamburaer which is a chesking asesunt and we've

got all the costs associated with that checking account and all of the revenues asseeiated with that: New if yeu take

all of our revenues and our expenses Into consideration, our retail banking system males a profit: We'll obvisusly

still be profitable [even if the Beatd profiulgates debit card regulations pursuant o Seetion 926].* g at 7.[endofnote.]



For all of these reasons, the arguments by Bank of America and Visa regarding
ratemaking and mandatory profit margins and rates of return should be rejected.

B. Factual Concessions by Networks and Issuers in Their Recent Siubmiissions Support
Several Key Points Made by the MPC in This Proceeding,

In addition to highlighting the networks’ and issuers’ strained interpretation of Section
920, their recent submissions confirm that there remain many fmore factual and pelicy
disagreements between them and merchants than would be appropriate to catalog in this letter.”®
Visa and Bank of America did make several concessions, however, that are particularly notable
because they support key points made by the MPC in this proceeding. For example;

e “Consumer interests are_paramount.” BofA Letter at I. This conclusion is central to
Professor Salop’s analysis and is the basis for the rebuttable presumption standard in
the MPC’s proposed framework for the Board’s regulations. Salop Repott at 14 2, 5,
6, 7(a) and (b), 9, 16-17, 52, 58, 72-86, 99, 102-103, 118-119, 171(b), 172; MPC
White Paper at 1, 5-7.

e At-par clearance of check transactions was intended to make them more efficient.
Visa Letter at 21. The conclusion that the same is true for debit cards is another
major focus of Professor Salop’s analysis and is the basis, together with the plain text
of Section 920(a), for the “at-par” default in the MPC’s proposed framework for the
Board’s debit interchange regulations. See, e.g., Salop Repott at 19 11, 60, 72, 80, 83,
87, 90, 96, 100, 130-131, 143(c); MPC White Paper at 6.

o Interchange fees currently are fixed by networks rather than iindependently
determined by each individual issuer. Visa Letter at 13, 17. This concession
confirms that networks like Visa facilitate and manage collusion among rival issuers
to fix their interchange rates. This type of anticompetitive behavior creates market
inefficiencies. Salop Report at ffij 51-52; MIPC White Paper £t 6-7, 115.

e “ITlhe proper role of regulation is to correct market inefficiencies.” BofA Letter at
10. As observed previously by the MPC, this is a primary reason that regulations
promulgated under Section 920 should address the anticompetitive market power and
collusion of networks and issuers that currently produce substantial market

1 Th&'MPE SemedviRGdstandsddagy tlaldiesh freuckyif theeBoeadf wHistRoabh vrishegnudsraropnizes thendmited time
available to the Board’s staff. The networks’ and issuers’ mischaracterizations of law (some of which were
highlighted in the previous section of this letter) and fact do raise concerns, however, that 6ther mischaracterizations
of 1aw and/or fact by the networks and issuers have gorie uncotrested in their Many mestings with the Beard.
Metchants also remain willing te review (even subjeet i the eonfidentiality provisions of a proteetive erder) the
networks'/issuers® representations regarding their astual costs — information that is particularly suseeptible to subtle
fanipulation and that ceuld influence the Beard’s deliberatians.[endofnote.]



inefficiencies. See, e.g., Salop Report at ¥ 2, 6, 9-11, 1§, 172 MPC Whie Paper af
6.

e Costs other than incremental ACS costs vary widely by issuer and are hard to
allocate. Visa Letter at 2, 9-10. In addition to the statutory prohibition against
considering costs other than incremental ACS costs, this is a practical reason that
consideration of other costs would be inappropriate. Submission of Stephen Craig
Mott dated Oct. 29, 2010 (“Mott Report”) atff{133-45; MPC White Paper at 1, 7-8.

e Individual issuers are able to offer cardholders additional services and fraud
protection not offered by certain networks. Visa Letter at 7. There is no legal ot
business reason preventing an individual issuer from offering its cardholders
additional services or fraud protection features that are not offered by certain
networks. Indeed, issuers are best positioned to police fraud regardless of the
network over which a debit transaction is routed."* Mott Report at ] 64-66; MPC
White Paper at 2, 11.

C. These Recent Submissions Highlight the Propriety, Administesability, and
Procompetitive Nature of the MPC’s Proposed Regulatory Framework.

As detailed in a previous submission to the Board, the MPC has recommended a
practical, easy-to-administer approach that increases competition and is faithful to the Act. 1A
summary:

e There should be a rebuttable presumption that debit interchange shall be at par, as it is
in seven of the eight countries with the highest debit usage. Networks and issuers
should be able to rebut the at-par presumption ofily by showing that a positive
interchange fee would advance consumer welfare,

o If the at-par presumption can be rebutted, any positive interchange must be limited to
the incremental ACS costs of the transaction. These costs are well-deflned and do net
vary materially by issuer. Additionally, any such interchange fees should be eapped,

" Vidl'Ds'havtied, its sranméiitsteruniketitetschpitaid seagle ofS seron O2GESHA), 928(h) Cilervestdy thiecestaias fie extent to
which networks offer critical fraud prevention measures that beneflt consumets. As detailed ini the Mott Repott, ihe
role of the network regarding fraud prevention pales In comparison to the ¢ritical role played by the issuer — the
entity best positioned to police firaud. Mott Repott at 1fflG4-66. Wi alkse miislleadss e Board wihan it sygessts dhat
certain unnamed networks may ot provide basic data security, a deficieney that eeuld expese eardnelders i Fisk
should thelr transactions be routed over these (unfarmed) networks. Visa Letief at 4 (“Ceriain Retwerks May simply
net provide the risk/fraud centrels ....”). 1A truth, as part of the basie serviees they previde 8 their sustomers, depit
Retworks provide the features that Visa suggests may vary By netwerk. 1A this regard, it is werth neting that all debit
netwerls are audited by the FFIEC and afe required to provide a standatd set of features; including sectfity
pretecels (e.g., 128-bit triple-DES), risk management, fraud eontrels and 0els, {Fansaction Processing freqHirements;
data sesurity and netwerk brand valug and marketing suppert.[endofnote.




initially, at the incremental ACS costs for signature debit of approximately 1.36 cents
and phased down over time to the incremental ACS costs for PIN debit which
currently are approximately 0.33 cents. Mott Report at fff 1, 35.

e Any fraud adjustment (positive or negative) to interchange should be limited to
spurring investments in paradigm-shifting fraud prevention measures that are
demonstrably superior to the low fraud experienced with PIN debit. Any suech offset
should take into account merchant and consurner ifivestiments to implement that
technology, as well as any lingering fraud prevention or fraud loss costs that are
borne by merchants under that technology.'

e Merchants must be able to choose between at least two unaffiliated networks to route
any debit transaction. That means that all debit cards on which an issuer has chosen
to include both sighature and PIN debit functionality should have at least twe
signature and two PIN networks over which merchants can route. Cards with enly
signature (or only PIN) debit functionality must have at least two signature (6f PIN)
networks available for routing. These requirements must be supplemented with
standards that prevent netwerks and issuefs from inhibiting merehants — threugh
fules, penalty fees, or programs that eneourage processors or 6onsumers i frustrate
frerchants’ ability to control routing — from directing the reuting of debit
transactions.

e Vigorous oversight and penalties are needed to protect against evasion of the
regulations. Networks have imposed numerous network fees on merchants in recent
years, and such fees can be used in a host of ways to reward issuers and incent them
to issue debit cards that utilize a particular network. In that way, network fees could
prove to be a substitute for interchange as networks compete for issuefs. Anti-
circumvention standards should be crafted to prevent that and other ways of evading
the regulations from occurring.

Before concluding, we must address the arguments the Board has received that the Act
should be phased in over time. The suggestion that networks and issuers will need up to twe
years to comply with the Act cannot withstand scrutiny. Visa and MasterCard typically change
their interchange fees and structures (including such items as securlty rating category
requirements and involving hundreds of tiers that vary by iransaction, product, card type and/er
metchant category) twice each year in Aptil and October — with mere weeks® niotiee t6 industry
participants. As the changes mandated by the Act shiould be mueh simpler to aceomplish than
overhauling the credit and debit card rates as the networks regularly de, ene eannet eenclude that

15 A F815d BfRefrehat offeatdbisseovarfhy issusstfentnuesantings ttegardiogt theagueeotsimggneyiactj paciueling, ivuding most
egregiously for investments related to signature debit, would merely perpetuate the skewed incentives of the current
system in which merchants currently bear a majority of the fraud costs associated with debit iransastiens.[endofnote.]



additional time will be necessary. Arguments about the costs of compliance to issues are
similarly misplaced. Issuers (including small issuers) will fiet face onerous €osts to 6onnget t6
multiple networks as they can add network functionality witheut reissuing debit eards, and the
costs of connecting to additional debit networks are net extensive and likely will be mitigated By
competition for volume that should intensify post-regulation.'® Accordingly, there is no reason
that the Board’s rules and regulations under the Act cannot be preseribed and take effeet By July
21, 2011 as mandated by Congress.

We appreciate your consideration of this letter. Please do not hesitate to eontaet us if you
or your colleagues have afy guestions.

Sincerely,

[Signed:] Jeffrey 1. Shinder, Todd Anderson

' Coliffty’ tCanuang it abguinendbat headeheeyivaskyntetio B0, ¥ BRarthseans wilisyemovibhessacpsrerpus costs if
they are required by the Act to connect to multiple networks. Such issuers typieally eutseuree the @@f_iﬂé@iiwﬁl/_ _

function to “gateway” providers, which greatly ease the operational burden and expense asseciated with establishing
connectlons to multiple networks. These gateway providers — ineluding Fiserv, FiS/Metavante, and jack Hepry —

already hiave connections with all of the debit netwerks, whish smaller issuers ean utilize 8 lifk up With the varisus

networks. Mereover, the additional expense asseeiated with setting up these linkages weuld be limited 9 the fees

charged by the gateway precessers and the neminal fees levied By the BiN debit Retwarks for EBHHSEHH% 18 their

systems. Gateway proeessing is a eompetitive market where competitien éifééei? Limits F_Hemg-. AS for the £osts 8F
sennesting to additienal debit netwsrks, the PN deBit Retwerks impese neminal connection aHd/sr Hl_smt;sfﬁtﬂ% fees
(whieh range frem zere to a sne-time/annual fee of several thousand dellars) that they might even WEN&' S SOHE
have dene 1A the past for competitive reasens,; I8 attract more volume. h_a§tl¥; Banks an add RERVOHS WitRSHE
fe_1§§umE_eafa§ By simply previdin u(?aate§ 18 the wesldy BIN fies; Which Hrther MIRIMISES e E8SES 458061ated
with linking fe multiple Retweris:[endofnote ]




