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Credit Card Interchange Fees: Debunking

Six Myths

By Steven Semeraro

redit card interchange fees—the charges that

merchants eftectively pay to card issuers for credit
card acceptance—amount to an enormous transfer
payment from the retail business community, primarily
to the banking industry. In 2006, merchants paid more
than $60 billion for credit and debit acceptance, an
amount exceeding the entire worldwide venture capital
investment budget or Hollywood box office receipts.!
Fed up with the lack of competition on interchange
fees, the merchants have resorted to the nuclear option,
filing a massive antitrust class action against Visa and
MasterCard as well as the large banks dominating the
credit card industry.2

Assessing the arguments and analysis on the propri-
ety of regulating interchange fees evokes the parable
of the blind men touching the elephant.? Each com-
mentator captures some partial truth, but in the end
you are left feeling that together they can only argue
about the nature of the whole. This article addresses six
myths propagated about interchange fees by the card
associations and leading antitrust academics and econo-
mists. Each purports to establish either that the current
interchange-fee-setting system poses no competitive
threat or, to the extent that it does, the problem could
be solved with relatively minor tweaking. None of the
six are persuasive. Ultimately, there is no shortcut. An
assessment of the consumer welfare effects of inter-
change fees requires a careful economic analysis of fee
levels and the full scope of merchant and card issuer
competition.*

Myth One: History Confirms
That Collectively Set Interchange
Fees are Efficient
From early in their history, credit card systems
imposed a fee that shifted revenue from merchants to
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card issuers. Commentators argue that this practice
would have arisen at such an early stage only if issuers
needed merchant-side revenue to support the issuance
of a sufficient number of cards to make the system
successtul. Why else, they argue, would these nascent
systems have adopted such a fee. They obviously had
no market power and thus no incentive to impose an
inefficient cost on merchants that would have hindered
the development of the industry.

But there is another explanation. The Visa and
MasterCard systems were never structured exclusively
as payment systems. Instead, they were designed from
the outset as consumer lending programs that used
a payment system to generate receivables. Beginning
in the late 1960s, when the systems first developed,
banks had little experience with revolving, unsecured
consumer credit, particularly with an interest-free float
period. Recognizing the need to issue large numbers of
cards rapidly to convince merchants to participate, the
banks could not ignore the real risk that they would
suffer enormous losses if cardholders overwhelmingly
paid off their balances during the float period before
any interest had accrued.

Interchange fees may have originally functioned as
a hedge against the risks attendant to an entirely new
form of unsecured lending, ensuring a revenue stream
to card-issuing banks as they came to terms with the
potentially profitable but unsettling business of extend-
ing revolving credit with a grace period. Rather than
being an essential component of an efficient payment
card system, this alternative account casts interchange
fees as something akin to the venture capital necessary
to get the revolving, consumer credit system rolling.

If this alternative account is accurate, then the his-
torical existence of interchange does not confirm its
continuing benign nature. The hedge against risk would
be justified only so long as the risk remained. The sys-
tem, of course, has been rolling along pretty well for
the last two decades. Payment card systems have been
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transformed from an untried business model to an
immensely profitable one. The growth in card holding
and transaction volume is well documented, and the
largest issuers have maintained strong profitability; a
fact confirmed by their continued aggressive pursuit of
credit card customers with whom they have no other
relationship.®

As technology has improved, transaction volume
soared, and issuers earned substantial profits from interest
and fee payments, one might have expected per trans-
action charges to fall and interchange to wither away.
Predictably, non-interchange merchant fees have gone
down. By contrast, from 1995-2005, interchange fees
rose more than 25 percent.” One might contend that
this increase is attributable to the banks lowering prices
to cardholders. Anecdotally, credit worthy individuals
observe a plethora of low-interest and reward-paying
credit cards. System-wide, however, the notion that
interchange fee increases have been completely offset by
an increase in value for the cardholder is quite difficult
to support. Cardholder costs actually increased through
the year 2000, during periods when interchange fees
also rose, and recent studies in other countries suggest
that cardholder fees do not vary in anything approach-
ing lock-step with interchange fees.®

Now that card-based lending has proven to be
immensely profitable, the interchange fees that in the
early days served as an essential hedge against risk might
now be, by and large, an unnecessary anachronism that
simply enables issuers to exercise market power over
merchants. To be sure, interchange fees may serve a
continuing important function. But the early history of
the card systems pricing practices tells us nothing about
what that function might be today.

Myth Two: The Courts Have
Already Upheld Collectively Set
Interchange Fees

Interchange-fee setting bears a marked resemblance
to price fixing, that is, all Visa card issuers essentially
agree to accept a fixed price from merchants. In the
1984 Nabanco case, however, the court refused to find
the collectively set fees per se illegal. Following the
Supreme Court’s then-recent decision in BML? the
court deemed cooperation essential to the competing
banks’ ability to produce a nationally accepted payment
card.!0 At that time, regulations prevented individual

banks from issuing cards throughout the country,
and bank-by-bank interchange fees would have been
impractical because the electronic-processing capabili-
ties of the day were incapable of differentiating among
the thousands of issuers at the point of sale.!!

Applying the rule of reason, the Nabanco court found
that credit card associations had no market power
because there was no credit card market. Adopting the
analysis of Visa expert, and former Assistant Attorney
General of the Antitrust Division, Bill Baxter, the court
found that all payment systems, including cash, checks,
debit cards, ATM cards, store cards, gasoline cards, and
travelers checks, competed. All payment methods were
not interchangeable for all purposes, but for any given
purchase, the court found, consumers could choose
among several reasonable means of payment.!2 When
the market is seen in this way, Visa held too small of a
share to raise antitrust concerns.!?

That conclusion was recently rejected by the Second
Circuit in a government prosecution of Visa and
MasterCard challenging system-wide rules that allowed
banks to issue both Visa and MasterCard but no other
brand. The trial court explained its reasoning through
an analogy: Even though cars, trains, and buses provide
substitute transportation for many destinations also
served by airplanes, those alternatives would not be
sufficiently close substitutes to stop commercial airlines
from profitably raising prices if they were able to col-
lude on airfares. The same reasoning applies to credit
cards. In addition, the court found that both Visa and
MasterCard, jointly and collectively, possessed market
power based on both evidence of their market shares
and their ability to raise price profitably without losing
business.14

Although the government prosecution did not deal
directly with interchange fees, the court considered
them in deciding that the card systems had market
power, noting that recent fee increases confirmed “‘the
defendant’s power to control prices or exclude competi-
tion.”!> The court pointed to evidence that merchants
“cannot refuse to accept Visa and MasterCard even in the
face of significant price increases because the cards are
such preferred payment methods that customers would
choose not to shop at merchants who do not accept
them.”1® Despite increasing their fees, neither Visa nor
MasterCard lost “a single merchant customer as a result,”
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and the networks discriminate among merchants as a
monopolist would, charging higher interchange fees to
those most dependent on credit cards.1”

Although the Nabanco court’s market analysis is
almost surely outdated, it did not rest its decision on
that ground alone. The court also found that pro-
competitive benefits flow from a collectively set inter-
change fee. First, establishing in advance the price that
an acquirer must pay to an issuer allowed the systems
to avoid the large transaction costs that would result if
banks and merchants negotiated fees bi-laterally. Second,
because a card issuer is the only buyer of the paper
representing a cardholder’s obligation to pay a charge,
issuers could hold out and demand that acquirers pay
fees that were anti-competitively high, leading acquirers
to exit the system and merchant acceptance to drop.

Further, the court concluded that the interchange fee
distributed the costs of the industry in a way that would
provide proper incentives for banks to both issue cards
and acquire merchants. Because of the fraud and credit
risk borne by issuers, the court believed, card issuing
had higher costs than merchant acquiring. “[B]y bring-
ing the costs of the system in line with the revenue for
each participating Visa member bank regardless of the
role it plays,” the court concluded that the collectively
set interchange fee helped bring about ubiquitous mer-
chant acceptance of credit cards.!8

Unlike market definition, courts have yet to thor-
oughly analyze the competitive effects of collectively
set interchange fees under current market conditions.
But the early indications are that they will not accept
Nabanco’s conclusions without careful scrutiny. The
regulatory and technological restraints of the 1980s no
longer exist, and card issuing and acquiring businesses
now operate as independent profit centers. Many large
banks now issue credit cards nationwide, and tech-
nology has also evolved to a point where merchants
could feasibly differentiate issuers with different
interchange fees at the point of sale. Card reading
terminals now distinguish among multiple credit and
debit card networks, as well as between reward cards
and standard cards within a brand.!? If a card reader
can discern among types of Visa and MasterCard
cards, then these readers could be programmed to
distinguish among Visa and MasterCard issuers as
well.

Although the recent government prosecution of
Visa and MasterCard did not directly challenge the
interchange fee, Judge Jones opined that, “[w]hile . . .
it is very difficult to analyze the effects on consumer
welfare of increases or decreases in interchange rates,
merchants—and ultimately consumers—have an interest
in the vigor of competition to ensure that interchange
pricing points are established competitively.”20

Indeed, one might argue that the fundamental
rationale for refusing to condemn collectively set inter-
change fees per se no longer exists. American Express
and Discover currently provide nationwide credit card
systems with broad merchant acceptance, each setting
its interchange fees independently. The notion that
cooperation is necessary for the product to exist at all
is now patently false.

Nevertheless, a potentially persuasive argument for
continuing to permit collectively set interchange fees
may still exist, namely the importance of small finan-
cial institutions participating in the credit card system.
Although the largest Visa and MasterCard issuers could
operate their own card systems, the thousands of smaller
members of these systems could not. Although the retail
banking market has consolidated substantially over the
last decade, many small community banks, credit unions,
and thrifts remain, particularly in smaller cities and rural
areas. These small financial institutions issue cards to their
customers and sign up their merchant clients to accept
those cards. Some collaboration among banks remains
necessary for these thousands of small institutions
to remain part of the system. If one assumes pro-
competitive value to a payment system in which all
banks can participate, it likely remains true that the
collectively set interchange fee should not be per se
illegal. Upon careful examination, however, the fees as
currently formulated may violate the rule of reason.

Myth Three: Visa and MasterCard Have
Lower Merchant Fees Than American
Express, So They Must Be Reasonable
Commentators who point to American Express’s
higher merchant discount fee to justify Visa’s and
MasterCard’s rates assume that payment cards are undif-
ferentiated commodities.?! In a commodified market
in which no competitor has substantial market power,
a higher merchant fee in equilibrium, as American
Express’s seems to be, could be explained only by the

Volume 27 « Number 2 * February 2008

Banking & Financial Services Policy Report * 3



tee’s efficiency-enhancing tendencies. Otherwise, mer-
chants would simply drop American Express in favor of
other payment card systems that charge lower fees.

Payment systems, however, are not interchangeable,
particularly from the merchant’s perspective. Merchants
pay American Express a higher merchant discount
because it has convinced those merchants that AmEx
cardholders are more valuable to them than the hold-
ers of other payment cards. A Ferrari costs more than
a Mustang or a Camaro, but if Ford and Chevy col-
laborate, their prices will be anti-competitively high,
albeit still lower than Ferrari’s unilaterally set and hence
lawtul price. Ford and Chevy may lawtully exploit
separately whatever market power is inherent in the
Mustang or Camaro brand. But they must refrain from
collaborating. Similarly, as a single entity setting its price
to merchants unilaterally, American Express is free to
exploit through supra-competitive pricing any market
power that its brand provides. Citibank or Bank of
America could do the same thing, but antitrust gen-
erally prohibits the two from enhancing their market
power by collaborating on price.

Antitrust does not concern itself with supra-
competitive unilateral pricing options because market
forces guard against potential consumer harm. The
existence of a monopoly rent incentivizes other firms
to compete to capture it. This dynamic seems to operate
as expected in at least some segments of the credit card
market. Even in a segment such as restaurants, where
American Express is prevalent, one can readily find
establishments that do not take AmEx but do accept
Visa and MasterCard. By exploiting its ability to charge
higher prices to some merchants, American Express
encourages competitive investment by other brands to
close that quality gap. If Visa, for example, can convince
merchants that it provides the same value as AmEXx,
the number of merchants who refuse to accept AmEx
would increase, further stimulating competition among
the brands. That the American Express fee is higher
than the Visa/MasterCard fee thus reveals little about
whether the latter is anti-competitively high.

A more enlightening comparison for evaluating the
optimality of interchange fee levels would be between
Visa and MasterCard, on the one hand, and the Discover
Card system, on the other. Unlike American Express,
but like Visa and MasterCard, virtually all Discover

cards are revolving credit cards, and Discover does not
have the sort of market power in its brand that would
enable it to charge supra-competitive prices.

Curiously, commentators have virtually ignored
Discover when making comparative claims about inter-
change fees. One exception is Stephen Bomse, who
illustrates that the efficiency of revenue shifting from
the merchant to the issuer is confirmed by Discover’s
no-fee, cash-back cards.22 Although his point is sound
in that Discover, like all networks, shifts revenue toward
the cardholder, he goes too far in asserting that Discover
“charge[s] cardholders nothing and ofter[s] them a
cashback bonus?”’2? Of course, Discover charges inter-
est on balances and penalty fees for late payment and
exceeding the credit limit. That interest and fee revenue
has enabled Discover to become, and remain, a success-
ful credit card issuer for more than two decades despite
a merchant discount that is about 25 percent below
Visa and MasterCard.2*

Discover’s success 1s a testament to the efficiency of a
payment card system deriving revenue from interest and
fee earnings and a relatively small merchant discount.
Discover’s success does not confirm that the Visa and
MasterCard interchange fees are above optimal levels.
Discover might have been even more successful had
it charged a higher merchant discount. Nevertheless,
Discover’s survival for more than two decades confirms
the possibility that existing interchange fees are too high.

Myth Four: Interchange Fees Are Based
on Costs and Any Business Should Be
Able to Cover Its Costs

Visa and MasterCard interchange fees do not merely
enable card issuers to cover their costs, and in any
event, cost-based interchange is extremely unlikely to
be optimal. To be sure,Visa and MasterCard long con-
tended that interchange fees were set according to a
cost-based formula designed to enable issuers to recover
the expenses incurred in providing credit cards to con-
sumers. But this formula inexplicably failed to consider
all of the revenue attributable to interest payments and
a large portion of cardholder fee revenue. The networks
sought to justify this exclusion by arguing that they
were entitled to recover their costs separately for the
two functions that credit cards serve: (1) as a payment
system and (2) as a means of obtaining revolving credit.
While issuers looked to cardholders to cover the cost of
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the credit function, they claimed an entitlement to rev-
enue from the merchants sufficient to ensure that they
could cover the costs of the payment system function
because, they believed, consumers would not pay issuers
enough to use cards simply to transact.2>

Consumers, of course, have shown that they are
willing to pay dearly for revolving credit, and without
a credit card payment system, the issuers’ consumer-
lending business would be impacted in a significant
and negative way. Issuers would thus use cardholder fee
and interest revenue as needed to ensure an efficient
payment system, so long as they were earning sufficient
profits overall to support their investment in the card
business. In the United States, card issuing banks earn
approximately 85 percent of their card-related revenue
from interest payments (70 percent) and cardholder fees
(15 percent).26 The Visa and MasterCard so-called cost-
based calculations are thus artificial constructs that try
to mimic a payment card system that did not include
a credit component. The formulas convey virtually
nothing about the true relationship of interchange fees
and overall issuer costs and revenue. Although more
accounting information would be needed to draw a
firm conclusion, issuers do not appear to need inter-
change fees, at least at current levels, to cover their costs.
And even if they do, current costs may simply be waste-
ful efforts to compete for greater monopoly profits.2”

In any event, regulating interchange fees by tying
them to costs would almost certainly be a bad idea.
Systems attempting to regulate price based on costs
have historically been plagued with practical problems
even in industries in which theory predicts that optimal
prices should be set based on cost. The history of cost
regulation is fraught with serious practical problems in
large part because costs are too manipulable to serve as
an objective means to regulate price.?8 In short, a firm
has little incentive to cut expenses if its revenue is tied
directly to its costs. There is little new to say about why
regulatory schemes to set price based on costs have in
practice worked so poorly. And given the lack of an
established regulatory structure for credit card systems,
one should not expect the practical problems with cost
regulation to be any less in credit card markets.

More importantly with respect to interchange fees,
an optimal price in the two-sided credit card market
stands almost no chance of tracking costs even at the

theoretical level. Generally, economic theory predicts
that optimal prices will be a function of costs. In a
two-sided market, however, economists have shown
that, except by happenstance, the optimal interchange
fee will be neither zero nor determinable by any strictly
cost-based measure.2? In credit card markets, services
are sold to both cardholders and merchants and each
side affects the other. Optimizing output requires issuers
and acquirers to set prices in a way that will provide
proper incentives for card use and acceptance. Balancing
costs would achieve this result only if the elasticity of
demand on both sides were equal, and setting the fee
to zero would maximize output only if both costs and
demand were equal.?” Because neither is likely to be
true, one should not expect either a cost-based or zero
interchange fee. As a result, even if one could overcome
the practical problems that have plagued virtually every
prior cost-based regulatory scheme, the interchange fee
flowing from any formula that looked exclusively to
costs would likely be far from optimal.

Myth Five: As a Matter of Economics,
Card Systems Have Incentives to
Set Interchange at Optimal Levels as
Long as Issuers Continue to Compete
Intensely for Cardholders

Commentators have made two sorts of economic
arguments attempting to justify collectively set inter-
change fees. The first rests on the general economic
assumption that competition drives price to marginal
cost plus normal profit. The second relies on the more
sophisticated economics of two-sided markets. Neither
compels the conclusion that card issuers have no
incentive to charge merchants interchange fees that are
anti-competitively high.

Advocates of the first approach contend that card
issuing is so competitive that interchange revenue must
be quickly competed away in the form of lower card-
holder prices and higher rebates.3! We only need to
look in our mailbox to see evidence of this competi-
tion. As I was writing this piece, I received two offers
on the same day that would provide me with more than
$40,000 for balance transfers or cash advances at less
than 3 percent interest, all fees included, for more than
a year. Because issuers know that they will compete
away any interchange fee revenue, this argument runs,
card systems have appropriate incentives to keep inter-
change fees at optimal levels to maximize merchant
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acceptance.?2 They will increase their fees only to the
extent that higher fees would enhance the efficiency of
the system. For example, it consumers required greater
incentives to use cards at optimal levels and merchants
would continue accepting them, card systems would
increase interchange fees. They would not earn supra-
competitive profits because they would compete away
the increased revenue. But they would optimize system
volume.

This version of the economic argument is flawed.
Although layman and lawyers not versed in econom-
ics tend to see credit card solicitations and low rate
introductory offers as evidence that the issuing market
approaches perfect competition, economists recognize
that issuers would not expend so many resources try-
ing to attract cardholders if they were not earning
substantial profits. Card issuing may be profitable for
those banks that solicit heavily because of the differ-
ences among issuing banks. Larger issuers may be more
efficient than smaller ones because of economies of
scale. Moreover, Visa and MasterCard have cut special
deals with many of the larger issuers, reducing their fees
to levels below those of smaller issuers.33 These factors
may enable the large issuers to use interchange revenue
to steal customers from smaller, less efficient issuers
while still retaining substantial profits.

Although the large Visa and MasterCard issuers
surely compete with each other as well as American
Express and Discover, they might nonetheless be able to
retain supra-competitive profits because of their ability
to differentiate themselves through marketing, customer
service, and rewards programs and thereby garner a
measure of market power.3* Excessive interchange
may thus enable issuers to potentially retain supra-
competitive profit from collectively-set interchange fees
at the expense of merchants in competitive industries
without the ability to retain excess profit.

The second, more sophisticated, economic argu-
ment contends that because credit card markets are
two-sided, that is, they involve two separate customer
sources whose use of the service directly affects each
other, efficient pricing may require charging signifi-
cantly above marginal cost to customers on one side
of the market and significantly below marginal cost on
the other in order to achieve efficient output levels.
Just as newspapers efficiently charge readers much less

than the marginal cost of producing and delivering
the paper, a credit card system may efficiently provide
cards to cardholders below marginal cost. If this is
true, interchange fees may enable a payment system to
attract sufficient cardholders to optimize output in the
same way that advertising revenue enables newspapers
to attract sufficient readership. Decreasing interchange
tees and cardholder benefits to the point that consum-
ers reduced card usage would not only reduce revenue
from the transactional interchange fees that those mer-
chants would have paid but also the loss of that volume
may make cards less valuable to merchants causing them
to leave the system and thereby further reduce card
system revenue. In the extreme, as leading interchange
fee economists David Evans and Richard Schmalensee
point out, “the product [in a two-sided market] may
not exist at all if the business does not get the price
structure right.”3>

The economics of two-sided markets, however, can
show only that the shifting of revenue from merchants
to card issuers that is enabled by collectively set inter-
change fees may be efficient.3¢ The possibility that card
systems may use revenue-shifting to exploit market
power remains. For example, the most recent economic
models have shown that, if merchant demand elastic-
ity is very low relative to cardholder demand elasticity,
issuing banks with market power might profitably retain
interchange fees as profit without significantly affecting
merchant acceptance.?’ In the end, the economics does
not answer the antitrust question, it merely channels the
ways in which the law should seek to identify anticom-
petitive abuses.

An economically sophisticated court evaluating
interchange flowing from merchants to issuers should
therefore ask whether cardholder elasticity of demand
is higher than merchant elasticity of demand, that is,
would cardholder usage vary more with changes in the
price of payment cards than merchant acceptance would
vary with changes in the merchant discount. Demand
elasticities can be difficult to measure. One can easily
observe, however, that all existing payment card systems
with a credit component, regardless of market share,
charge a merchant discount higher than that necessary
to support the acquiring side of the business. One can
identify the revenue necessary to support acquiring
by looking to the non-interchange fee portion of the
Visa and MasterCard merchant discounts. This amount
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is probably no more than .5 percent of the transaction
amount. Given the generally accepted view that acquir-
ing services are competitively priced, that American
Express, Diners Club, and Discover all charge merchant
discounts significantly above the .5 percent level indi-
cates that they too shift revenue from the merchant to
the issuing side. Moreover, increases in interchange fees
have apparently had little affect on merchant acceptance,
while card pricing decisions appear to aftect cardholder
usage dramatically. The direction of interchange fee
payments therefore appears to be consistent with an
efficient and competitive market.

The legitimacy of some interchange fee that shifts
revenue from merchants to cardholders does not
exclude the possibility that current interchange fees
are set at inefficiently high levels. Interchange fees
have increased significantly since the mid-1990s, while
fraud costs have declined and interest rates have been
at historical lows, limiting credit losses. All the while,
issuer revenue has grown through increased transaction
volume and receivables. All things being equal, lower
costs and higher revenue on the issuer side should lead
to lower interchange fees.38

Economic analysis does indicate that the need to
stimulate card use through more risky extensions of
credit and rewards programs could theoretically be
efficient even in the face of declining issuer costs. To
explain the increase in interchange fees beginning in
the 1990s, however, one would need to identify some
change in market conditions that created the need to
shift an even higher percentage of revenue from mer-
chants to issuers than had been shifted before.

All of the apparent changes, however, seem to point
in the opposite direction. Assuming that the interchange
fee was set at an efficient level at the beginning of the
1990s, there appears to be no efficiency enhancing
change in the market that would justify the fee increases
that have occurred over the past twelve years.

By contrast, there are reasons to believe that the
increases in interchange fees arose as a result of the
increasing level of market power that the largest card
issuers obtained over merchants. Although Visa and
MasterCard have dominated payment card volume
since the 1970s, prior to the 1990s, the ability of the
banks that control the systems to collectively harm

consumer welfare was quite limited. Within the pay-
ment card systems, individual banks set virtually all of
their own fees and competed with each other. Although
the interchange fee was set collectively, the associations
were open to any bank or other federally insured finan-
cial institution. Any potential for issuer market power
would have been expected to spur entry or expan-
sion by existing members, eroding supra-competitive
profits and thus lessening any incentive for the banks
to use their collective power over the interchange fee
for anticompetitive purposes. In fact, in the late 1980s,
large corporations whose main business did not involve
banking did enter the payment card market on a large
scale, most notably AT&T, General Motors, and General
Electric.

Over the last decade, however, the largest card issuers
have consolidated, increasing their dominance of the
systems. Two decades ago, the 10 largest Visa and
MasterCard issuers barely accounted for 40 percent
of cards issued.? By contrast, today, the top five card
issuers now control more than 80 percent of card
transaction volume.*0 Executives from these large
issuers, through their (1) representatives on the boards
of directors of Visa and MasterCard and (2) general
influence given their importance to the systems have
effectively dictated the interchange fee. The associations
have recently changed their corporate structures and
are no longer controlled exclusively by banks. So long
as the associations are operated to serve the interests of
their member banks, however, the incentives govern-
ing interchange fee setting are unlikely to change. And
because the few big issuers operate at a scale much
larger, and have lower system costs, than the thousands
of other issuers in the system, they likely have signifi-
cantly more favorable cost structures that enable them
to exploit excess interchange fee revenue in ways that
smaller issuers cannot.

A second change has arisen on the card acceptance
side of the market. Today, virtually all retail establish-
ments accept credit cards, and many accept brands
with relatively few cardholders. Most cardholders carry
multiple cards from difterent systems and use their cards
for constantly growing percentages of their purchases.
As a result, banks have acquired a significant degree of
market power vis-a-vis merchants. The point is not just
that card transaction volume has increased as a percent-
age of all means of payment, but also that consumers

Volume 27 « Number 2 * February 2008

Banking & Financial Services Policy Report * 7



have come to expect ubiquity in card acceptance. Any
merchant that decided to stop accepting Visa and/or
MasterCard payment cards would likely face consumer

backlash.4!

Without the interchange fee, banks would have no
way to exploit this power over merchants. Acquirers
compete quite vigorously and their recent willingness
to narrow their own margins in pursuit of volume
suggests that they would quickly reduce merchant
fees dramatically if interchange fees were abandoned.
The largest card issuing banks may have more ability
to control the means of competition with respect to
cardholders because there are only a few large issuers.
A critical empirical question is whether these large
issuers have the ability to differentiate their products
sufficiently to allow them to retain supra-competitive
profits. The available information appears mixed. On
the one hand, the issuers” ability to raise price is limited
because consumers have grown accustomed to cards
without annual or transaction-based fees and would
likely respond to an increase in these fees by switch-
ing issuers. On the other hand, issuers have increased
other less apparent fees, including late payment and
over-the-credit-limit fees, and interest costs are often
complex and hidden in ways that are hard for typical
consumers to understand. For example, no-interest intro-
ductory periods for balance transfers and cash advances
often require the payment of a fee, and payments are
deducted from the no-interest balance first, meaning any
charges made on the card will accrue interest unless the
cardholder immediately pays off the balance transfer.

If merchants prove that interchange fees have been
increased to benefit the issuing banks, they can likely
demonstrate consumer harm. Economic analysis predicts
that interchange fees will be set too high if banks pass on
less interchange revenue to cardholders than they receive.
The available evidence suggests that this is the case.

Myth Six: If There Is a Problem with
Interchange Fees, the Simplest Solution
Is to Permit Merchants to Surcharge
Credit Card Transactions

Some commentators and regulators in other coun-
tries contend that surcharging card transactions would
be a simple way to counteract, at least to some degree,
any anticompetitive problems with interchange fees.*2
Although cash discounts are now permissible, most

merchants charge uniform prices. Surcharging, however,
may be a more powerful weapon because consumers
respond more vigorously to an extra charge than to a dis-
count. Australia and some European countries have thus
overturned the card system rules against surcharging.*3

This approach is facially attractive because it would
be easy to implement, and by surcharging merchants
would place the costs of card acceptance on the party
generating the cost—the cardholder. If merchants were
free to charge extra for using a particular card, the
argument goes, then cardholders would internalize the
interchange fees that their use of the card imposes on
merchants and make card usage decisions accordingly.
The card issuers would then risk losing transaction
volume if cardholders switched to a different issuer or a
different method of payment as a result of the surcharge,
and issuers would thus have an incentive not to raise
interchange fees above optimal levels.

This reasoning is suspect because two assumptions
underlying it are controversial at best and probably false.
The first is that the cardholder causes the merchant to
incur the interchange fee, that the cardholder is, in a
sense, at fault, and therefore in fairness the cardholder
should bear this cost. But that is not uncontroversially
true. As Ronald Coase demonstrated, in any two-party
interaction imposing costs there is no natural cause
because the cost would not result without the partici-
pation of both parties.** Either one or neither can be
seen as causing the harm.

One can, of course, push the Coasian insight too far.
The fist is indeed at fault, not the nose or jaw, in most
face-punching scenarios. But Coase’s causal insight
is fully applicable to credit card transactions. Just as
the charge would not accrue to the merchant if the
cardholder did not use the card, the charge would not
accrue if the merchant did not accept credit cards. The
merchant accepts the card because it believes that card
acceptance will expand its business. In that sense, the
merchant is generating the cost to the same extent as
the cardholder and in fairness should bear that cost as it
does all of its other costs of doing business.

The second controversial assumption underlying the
argument in favor of surcharging is that economically
consumers should internalize the costs that they impose
on a merchant. In a two-sided market like credit cards,
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however, a seller maximizes output by discriminating
between the two sets of customers based on costs and
elasticities of demand. Forcing each customer to cover
the marginal cost of the service that it receives could
have ruinous results. Imagine, for example, that news-
paper readers were required to cover the full cost of
producing and delivering the paper. Readership would
drop, advertisers would abandon print advertising, and
newspapers as we know them might cease to exist.

Although the result in credit card markets might not
be as extreme, the principle is the same. If merchants
added a surcharge to card transactions, they would
impose a cost on cardholders that would counteract
the benefits that issuers provide to cardholders from
interchange fee income. Surcharging would thus hinder
issuers attempting to stimulate card use in circumstances
where greater volume is needed to optimize the effi-
ciency of the system. As economists Marius Schwartz
and Daniel Vincent explain, a rule prohibiting surcharg-
ing alters the payment card system’s “preferred structure
of charges between merchants and cardholders. If
merchant surcharges to consumers were unrestricted,
only the [payment card system’s| aggregate share would
matter, its division between cardholders and merchants
would be irrelevant.”” When surcharging is constrained,
however, the payment card system can concentrate “its
charges on merchants” and provide rebates to cardhold-
ers to induce card use.®>

To better understand the problem with surcharg-
ing, consider a night club that offers free admission to
women but charges men a cover charge. The club pre-
sumably adopts this policy to create an optimal mix of
men and women in the club. If bartenders surcharged all
drinks consumed by women to recover the amount of
the foregone cover charge and women pay for their own
drinks, the intended benefit of waiving the cover charge
would be undone. Women who are unwilling to pay to
get in would be unwilling to frequent the bar despite the
free admission once they realized that the club would
simply recapture revenue from them in another way.

More specific economic analysis suggests that no-
surcharge rules under conditions that resemble those
in credit card markets today may benefit consumers.
Schwartz and Vincent undertook a rigorous analysis
of the effects of surcharging on the quantities of pur-
chases, assuming that merchants will accept and certain

consumers will use cards irrespective of surcharging. They
concluded that, in a market where card-issuing banks
compete vigorously by offering rebates to card users, a
rule prohibiting surcharges increases consumer welfare,
though potentially at the expense of merchants.#¢

Some have suggested that the affect of a no-surcharge
rule extends beyond merchants to non-credit card
customers who pay what amounts to a tax in order to
support customers using credit cards.#’” Even assuming
that shifting revenue from merchants to issuers expands
payment card system output and benefits cardholders, one
can reasonably question whether consumers as a whole
benefit when non-card users are forced to pay a portion
of card costs. Moreover, even if prohibiting surcharges
increased some utilitarian measure of total wealth, one
might reasonably question whether such a system is fair
on egalitarian grounds if the losers are disproportionately
low income and minority consumers.*

This sad scenario, however, is riddled with problem-
atic assumptions. First among them is that merchants
in fact raise prices to non-card consumers because of
their card acceptance costs. They might not. If credit
card acceptance lowers merchant per-transactions costs,
card acceptance could lead merchants in a competitive
market to lower prices, benefiting cash as well as credit
card customers. To know the direction of any subsidy
among groups of consumers using different means of
payment, one would need to know the relative cost of
each form of payment. No form of payment is cost-
less. For example, a merchant bears significant costs in
accepting cash as a payment option, ranging from the
costs of obtaining change and the time it takes to give
it to the costs of counting the cash, making deposits,
and insuring against the risk of theft. These costs do not
directly benefit credit card customers, yet all consumers
must contribute to the merchant’s ability to cover its
costs of accepting cash. Although credit cards appear to
impose higher per-transaction out-of-pocket costs on
merchants, the total cost of each form of payment for
merchants in different business settings remains a con-
troversial subject with no definitive answers.*?

Even if one were certain that credit card acceptance
increased a merchant’s per-transaction costs, the prices
that merchants charge might nonetheless be lower than
they would be if the merchant did not accept cards.
This outcome could occur if credit card use provides
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customers with additional purchasing power or simply
encourages them to spend more, enabling merchants
to sell more goods and thus reduce overall prices. In
addition, card use speeds up checkout lines, directly
benefitting both card users and non-card users, through
shorter wait times, and indirectly to the extent that
faster throughput enables merchants to lower prices
compared to what they would have been if the mer-
chant did not accept cards at all. To be sure, these latter
benefits could be obtained with pin-based debit cards
that impose lower costs on merchants once the technol-
ogy for acceptance is installed. But many customers will
not use debit cards to the extent that they use credit
cards because they (1) need, or prefer, the float period
or revolving credit offered by credit cards; (2) value the
security of maintaining their level of cash on hand in
case an emergency expense arises for which they can-
not use a credit card; and (3) fear that fraudulent use of
their debit card would have more severe consequences
than credit card fraud. With respect to this last factor,
the most significant difference is that debit fraud can
empty the cardholder’s checking account, leaving her
without access to her money for some indeterminable
period of time. By contrast, credit card fraud does not
raise that concern because a credit card issuer has no
direct access to the cardholder’s deposit accounts.

Even if merchants accept cards only for strategic rea-
sons—that is because they believe that they must do so
to avoid losing customers to competitive merchants—
one still cannot be certain that accepting cards leads
merchants to increase prices compared to what they
would be if the merchant did not accept cards. To be
sure, if a merchant accepts cards for strategic reasons,
it may pay more to accept the card than the per-trans-
action benefit. But if failing to accept cards caused
the merchant to lose significant sales volume, which
of course is the fear that would lead the merchant to
accept cards for strategic reasons, then a merchant who
did not accept cards might have to charge more per
unit of a good to cover its fixed costs as a result of the
lower volume caused by its failure to accept cards. In
sum, unless one were certain that accepting cards leads
the merchant to charge more than it otherwise would,
the direction of any fax is uncertain.

Moreover, even if payment card acceptance does lead
a merchant to raise prices relative to what it would have
charged if the merchant did not accept cards, merchant

fees still would not necessarily constitute an unreasonable
tax on non-card customers. To make that claim compel-
ling, one would need to demonstrate that interchange
fees are somehow different from all other merchant-
provided amenities that benefit a particular sub-group
of consumers but the costs of which are spread among
all consumers. For example, when a merchant offers
shopping carts that only certain customers use, the
merchant bears the costs of purchasing and maintain-
ing them as well as hiring laborers to gather them from
the parking lot. Like credit card fees, these costs are
blended into the cost of the merchant’s goods and are
thus born in part by shoppers who never use carts. One
could thus argue that, because of uniform pricing, every
sub-group of customer effectively imposes a portion of
the merchant’s cost of doing business on other groups
of customers who do not benefit from that particular
merchant expenditure. At its limit, one might argue that,
because small purchases generally impose a greater cost
on merchants than large ones, the wealthy who tend
to make larger purchases effectively subsidize poorer
consumers who make smaller purchases. The pervasive-
ness of the practice of ignoring these differences and
blending costs counsels against the conclusion that it is
generally unreasonable, and one suggesting that credit
card fees should be treated differently bears the burden
of explaining why they are different.

One commentator has suggested that excessive
credit card fees are different because consumers can
choose whether to use virtually all merchant-provided
amenities, but consumers without a credit card can-
not choose to use one if no bank will issue a card to
them.50 This attempt to distinguish card payments from
other merchant provided amenities likely overreaches
the mark. First, in many, perhaps most, cases consumers
who do not use credit cards could use them but choose
not to for a host of reasons, including philosophical
objections, budget planning, avoiding interest, mask-
ing a record of the purchase, and whim. In these cases,
then, credit card acceptance is no different from other
merchant-provided amenities.

Second, although there is evidence that card use
correlates with factors such as race and income,>! this
evidence does not show the percentage of all non-
card-users in these groups who could not get a credit
card. The problem for these groups may be a lack of
information about the availability of credit cards or a
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fear of using them. Educating non- and under-banked
consumers about banking services could enable more
low-income consumers to obtain the advantages of
credit card use.

Third, the argument that some consumers have
no choice in the matter begs the question as to what
counts as a choice. Some of those who are unable to
use credit cards are in that position not because of some
immutable trait but simply because their prior choices
with respect to credit have led them to max out their
available limits and indicate that they cannot be trusted
with additional credit. The particular choice at the
moment of a purchase decision has no special claim to
be privileged over earlier choices that may account for
the individual’s current inability to use a credit card.

Of course, there are some who through no fault of
their own cannot choose to use a credit card—the chil-
dren of extremely poor credit risks, for example. With
respect to this group, however, credit card fees are not
unique. Some consumers in the unable-to-get-a-credit-
card category cannot benefit from other merchant
provided amenities for essentially the same reasons.
Parking, for example, is a significant and costly benefit
that cannot be enjoyed by those without cars. The
carless, like those without credit cards, come dispropor-
tionately from low income and minority groups.

In the end, it is quite difficult to make the case that
surcharging must be permitted to right a social wrong
inflicted on those who use other means of payment.
And given the economics of two-sided markets, per-
mitting surcharging is far from a riskless way to combat
the anticompetitive effects of interchange fees.

Conclusion

The social weltare eftects of credit card interchange
fees are complex. There is no simple metric that can
justify or condemn them. Rather, economic under-
standing must be brought to bear upon rigorous fact
finding to determine whether government should in
some fashion intervene in the interchange fee-setting
process.
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