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|. The Curse of Cash

he main problem with the economics of card paymesnisat cash is used as its
T yardstick and cash payments, being the mostlponiafficient means of
payment, are made available at a price signifigasglow cost (often free of charge). To
supply cash payments at a loss and in order toirem@rofitable business, banks have to
overcharge other services (cross-subsidizationy pitactice is a legacy from the times
when bank services were bundled and jointly rematedrby the financial intermediation
margin (interest received minus interest paid).

Over time, banks have started unbundling theirisesvand charging them to the
direct beneficiaries, while reducing the finanerdermediation margin. Nevertheless,
cash payments (and check payments in most insfaresaained a service offered free of
charge, where their “production costs” are subsidlilzy revenues from other banking
activities.

If cash could be properly priced, reflecting itgisbcost, all the discussion

around card payments would become less biased.

“The author is the President of SIBS - Sociedatkhbancaria de Servicos in Portugal.

! This free delivery of services was often a consega of regulations prohibiting, or limiting, the
remuneration of sight accounts.
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Il. Debit Cards

It was against this background that most debit saltemes were developed—
either at a bank level or as a “cooperative arrarege” of banks. They were developed
not as profit center, but as a way to save costepiacing cash with (cheaper) electronic
payments. As a consequence, payment services renasify underpriced.

The “cooperative model”, for instance, was the adepted by many European
countries. This kind of model has worked well witlai context of cultural, political, and
institutional homogeneous settings, as provideddiional communities. In a more

diverse and disperse environment, however, thisetned/ery difficult to replicate.

lll. Credit Cards

Credit cards, on the other hand, were developédkirso-called Anglo-Saxon
world and were conceived, from the beginning, psofitable business, having their
services duly remunerated. While replacing cashthvasnain driver behind the debit
card model described above, granting personaltoneds the main driver behind the
development of credit cards.

Merchants more readily accepted being charged (nfioreredit card payments
than (less) for debit card payments. Although lpzthments are technically similar, the
former were perceived as fostering potential shyeseeing the consumer from liquidity
constraints, while the second were seen as a marsfeér of liquidity from the consumer.
Hence, the price difference has been “acceptabde’ the merchant’s view.

Two alternative models were later used to expaaditcards: the so-called three-
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party model (e.g., American Express and Diners)taadour-party model (e.g.,
MasterCard and Visa). Of these, the four-party rhede the broadest worldwide
expansion, building very extensive networks of aega and cardholders in almost every
country. The success of these models definitelyrimried to a more open structure and
a set of multilateral relationships and arrangesiantluding default settings. These
features proved essential for the easy workingsyfstem in which there were multiple,
diversified, and distant interconnected players, fan the broader acceptance of cards.
The crucial “default setting”—the true cornerstai¢he four-party model—is the
multilateral interchange fee (MIF) concépt.

Although it was created to promote credit cards,ftur-party model also
brought about debit card solutions, most of whigblicated the main features of credit
cards (including MIF). In Europe, these internatibiebit card schemes competed with
the nationally based ones and offered banks therappty to provide non-subsidized

payment services, thus moving card payments towardsre rational economic model.

IV. The SEPA “Trilemma”

Sections Il and Il of this article are necessarymderstand the foreseeable
predicament of interchange fees in Europe. The figao authorities are committed to
creating a fully integrated payments area (singhe @ayment area or SEPA) among the

countries that share the euro as their common recyravhere:

2t is perhaps useful to remember that the foutypllilF model is, in the case of Visa, an evolution
of what was originally a three-party model set yBank of America (back in 1958). MIFs were the
mechanism that an originally closed and scopeictstr system found effectively balanced the dififere
interests of acquirers, issuers, merchants, arthoftters and achieved a global reach.
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consumers, businesses and governments are abkk&aashless payments ...

from a single payment account anywhere ... usinggleiset of payment

instruments as easily, efficiently and safely asoday in the domestic contekt.

Albeit such an endeavor—a payments union—is a ab#nd inevitable
consequence of the 1999 creation of a monetarynhuitis arguable how much of it
should come from spontaneous market developmedti@n much should be forced by
“administrative” intervention of the authorities.nilé this article does not attempt to
address this issue, it should be noted the Europetiorities, having undertaken a
leading (and sometimes dominant) role, now facm@mesting trilemma.

The authorities are currently pursuing three irretiable objectives:

(a) to promote the market integration required for SEPA

(b) to preserve economic efficiency and rationalitylasnanded by the so-called

“Lisbon Agenda”; and
(c) to please the widest political constituency by emguthat the “European
project”, and SEPA in particular, are “popular’ jmas.
Unfortunately, at most two of such a tripod of @bjees can be conciliated at one time,
while the third has to be rescinded.

From these objectives and their dependencies, wexdaapolate the most likely
outcome of the authorities’ policy towards intencpa fees (IF). If we combin@) and
(b), IF have to be set competitively by the schemastffe whole euro area) to provide
appropriate incentives for their promotion and cetitjpn, but the result will be

unpopular. If we combing) and(c), IF will be set according to national markets

® European Payments Council and European Centra&, BPA — the shared visioat,
http://www.ecb.int/paym/sepa/html/vision.en.htfiast visited Mar.24, 2008).
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specificities and history (as they are today),that will lead to the persistence of the
present market fragmentation along national borde(s) and(c) are combined, IF have
to be administratively aligned with the lowest lerew prevailing in the euro space
(which means very close to zero), so that the miqeyment services will not increase
under SEPA, which could hurt its popularity. Instikase, economic rationality and
efficiency would have to be sacrificéd.

It is not necessary to be an expert on Europedtigsaio realize that the third
scenario is the most likely outcome of the authesittrilemma-solving exercise. This
scenario is all the more likely since lack of eammoefficiency can always be blamed on
the market and on “greedy institutions” and sirfeemerchants have succeeded in

convincing the authorities that they are fightingototect consumer interests.

V. The Belgian Example

What happened in Belgium, right after the annouresgrof the SEPA project, is
perhaps the best illustration of what has beerudsad in this paper. In Belgium, as in
many other European countries, the payment systesrdeveloped around “cooperative”
ventures comprising, among other things, a process a domestic debit scheme
(working along the lines described above). WhenSE®A project was formally
announced and its consequences duly anticipatea, banks ended the “cooperative
arrangements”, sold the processor to a major ITpaoy, and announced the

replacement of the local debit scheme by Maestro.

* The authorities would disagree as they do notidens$F a proper market incentive, but rather a
“concerted price”. It is not the purpose of thisce to argue for one or the other.
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The decision is totally rational as the banks recoegf that if forced to compete
in a broader environment, their model of providsulpsidized electronic payments would
not make sense and so they chose to migrate teiadss model with intrinsic economic
rationality. This has become increasingly so stheemodel has proven to be the only
one able to expand networks across national boedetsvork well at a transnational
level.

The (political) problem with this decision was thia¢ price of payment services,
which must reflect their true costs (i.e., foregpaross-subsidization), had to be
increased, drawing criticism of SEPA and jeopardjabjective(c). Furthermore, if the
move by Belgium banks was successful, other Europeantries might implement
similar migrations to the international debit sclesmThat is, if the market was allowed
to adjust to the new environment, objectiy@sand(b) would prevail over objectiv)
and the authorities, and their SEPA project, wdind themselves in a very difficult
position. The only way to avoid this outcome wagitevent IF from being set by the
market and to keep them as low as they are nowrnresnarkets where cross-
subsidization prevails. In doing so, the authasisdandoned objecti\b) in order to
reconcile(a) and(c).

Meanwhile, the Belgian decision to migrate theitioreal scheme was reverted. It
will be interesting to see how SEPA—a multinatiomategrated payment system—will
be implemented and put to work when the cruciatmtive of the only payment card
model that has succeeded, to date, in spontanefmsséring an extensive, worldwide,

and multinational integrated payment system isdpeunrtailed.
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