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. INTRODUCTION

In most parts of the world, when a person pays a
merchant with a card the bank that issued that card
receives a payment from the acquirer that processes
transactions for that merchant. These “interchange fees”
have come under increasing scrutiny by governments
around the world. Antitrust authorities, central bank
regulators, and legislatures in various jurisdictions

have imposed price caps on these fees. Usually the
fees decline—sometimes by more than 80 percent—
following the regulations.1

Most of the work on interchange fees has focused on
static models that examine how the payment system
sets the profit-maximizing interchange fee, whether the
interchange fee deviates from the interchange fee that
would maximize social welfare, and how to regulate
prices.2 Little work has considered the relationship
between interchange fees and the level and type of
innovation. Yet getting innovation right is likely to be far
more important than getting prices right. Innovation
generates new products that provide considerable
improvements in social welfare while changing

prices for existing products typically leads to marginal
improvements in social welfare.?

This topic is especially important given the recent
experience of ISIS. ISIS is a joint venture of the three
largest mobile operators in the United States (AT&T,
T-Mobile and Verizon). It said on its formation last year
that it was going to develop a mobile payments system
in United States working with the Discover Network and
with Barclaycard US as its first issuer

Recent reports indicate that ISIS has abandoned this plan
because the sharp reductions in debit-card interchange
fees proposed by the United States. Federal Reserve
Board made its original business model untenable. It
was going to distinguish itself by having a low merchant
fee model but the proposed price caps would eliminate
that source of differentiation. There are similar concerns
in Europe over the impact of interchange fee caps

on the incentives for starting new payment schemes.
Although some banks are interested in starting a new EU
card scheme to challenge MasterCard and Visa Europe,

it is unclear whether these schemes would be viable if
the European Commission required them to adopt the
same low interchange fees as MasterCard and Visa have
agreed to.®

Any economist who opines on innovation must be
humble. Innovation is an extraordinarily complex process.
After years of research economists have not found that

it is possible to make many definitive statements either

as a matter of theory or empirical evidence. Moreover,
there has been no significant work concerning innovation
involving multi-sided platforms. Nor have economists
conducted much research on innovation in the payments
industry.”

The aims of this paper are correspondingly humble. The
focus is on examining how the interchange fee model—
and is referred to as the “merchant pays model”more
generally for reasons explained below—has influenced
innovation in the payments industry and conjecturing
how flipping it to a consumers pay model, as a result of
low price caps on interchange fees, would alter innovation.
A driving observation for the analysis is that interchange
fee regulation that caps these fees a low level does not
simply regulate prices but inverts the business model
from one in which merchants bear most of the cost of
the system (a merchant-pays model) to one in which
consumers do (a consumers-pay model). It is like telling
ad-supported media companies such as newspaper

and television networks that they have to reduce their
advertising rates by 80 percent and make up the difference
by charging for content.

The paper argues that the merchant-pays model

has resulted in drastic innovation that has resulted in
considerable benefits to merchants and consumers and
has been behind significant incremental innovation as
well. While it is not possible to prove that these benefits
could not have come without interchange fees, or with
much lower ones, one should be at least mindful of these
benefits in considering a radical change to the business
model that was relied on by the entrepreneurs who
created these benefits.

The paper also considers how adopting a consumer-pays
model would alter the direction and pace of innovation.

It would go much too far to suggest that sharply

reducing interchange fees would eliminate innovation.
Entrepreneurs will adapt to the new regime and adjust the
types of payments innovation they develop accordingly. In
fact, there will likely be a flurry of innovation resulting from
such radical change in business models. Nevertheless,

the amount of innovation and
investment in payments could
decline if there was switch to a
consumer pays model
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for the simple reason that the amount of profits that
payments systems can obtain from the consumer side
is less than what it can obtain from the merchant side.
[tis simply less interesting to invest in innovation in an
industry that is smaller and less profitable all else equal.

Itis also likely that adopting the consumer-pays model
would hinder new payment systems, such as ISIS in the
United States and some of the new proposed schemes
in the European Union, from starting or reaching critical
mass, and shift the direction of innovation away from
increasing payment card transactions and towards other
types of improvements for which it is possible to charge
and earn profits.

These considerations go beyond the usual concern that
government regulation—and price caps in particular—
deter innovation.®

The next section explains the merchant-pays model and
describes how most payment systems have adopted
this model from the beginning of the general-purpose
payment card industry. Section Il documents the social
welfare that has resulted from the merchant-pays
systems. Section IV describes how inverting the business
model from merchant to consumer pays would affect
the amount and direction of innovation. Section V
concludes.

I THE MERCHANT-PAYS
MODEL

The merchant-pays model has been the basis for
general-purpose payment card networks since these
systems were first introduced in the 1950s. Before the
invention of these networks consumers could pay with
“store cards” that merchants issued. Consumers used
those cards to identify themselves to the merchant who
would put charges on a house account.

Consumers could then pay those charges off at the

end of the month or finance them. Some groups of
merchants developed standard identification cards

that could be used at any of the merchants in that
group. The merchants bore the costs of running their
payment and financing programs and managing the risk
associated with those activities. Many merchants did not
offer payment cards, which were, at that time, largely
confined to department stores.
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Diners Club introduced the first general-purpose
payment card in 1950 in the United States. Unlike the
store cards it was possible for cardholders to use these
cards to pay at any merchant that had joined the Diners
Club network. Initially, Diners Club signed up restaurants
but then expanded to hotels, airlines, car rentals, and
other parts of what was called “travel and entertainment”
The new network also quickly expanded internationally.
American Express and Carte Blanche entered eight
years later and also became internationally used cards
primarily for travel and entertainment.?

These three-party'® systems all adopted the merchant-
pays model to cover the costs of operating this network
and earn a profit. They charged merchants a fee—this
was initially 7 percent of the transaction but declined to
about 5 percent by the end of the 1950s. Cardholders
did not bear much of the direct cost of these systems.
They paid a modest annual fee but that roughly covered
value of the float they received as a result of delaying
their payments until the end of the month. Moreover,
they did not have to pay any transactions fees—fees
associated with using the card. As is well known, these
card systems were examples of two-sided platforms
that helped facilitate exchange between two groups
that needed each other—in this case merchants and
customers.!!

Like many two-sided platforms they
charged a low price to one side (the
“subsidy” side) and a higher price to the
other side (the “money” side)."

A number of banks tried to enter the payment card
business in the 1950s in the US. Bank of America
introduced a credit card in 1958 in California that was
particularly successful in part because it could promote
this card to merchants and consumers statewide in a
state with a large population. The credit card provided

a personal line of credit that enabled consumers

to finance their purchases. The finance charges to
consumers who used it provided an additional stream of
income to the issuer beyond merchant fees.

Interstate banking regulation prevented Bank of America
and most banks from operating nationally while state
regulation sometimes prevented them from operating
even beyond a single location. These government-
imposed restrictions therefore limited their ability to
scale.



Banks formed two national associations in 1966 that
evolved into MasterCard and Visa in response to these
restrictions. Many of the members were initially banks
that had their own local card programs. Like American
Express, they signed up merchants and cardholders and
charged both sides. As part of becoming associations,
the banks agreed to allow consumers to pay with the
card of any bank that belonged to the association at
any merchant that had been signed up by any bank
that belonged to the association. Eventually, the card
associations adopted “interchange fees"to pay the bank
that issued the card a fee when the card was used at a
participating merchant.

The interchange fee determines in large part how much
of the overall revenue (and profits) for the system come
from the consumer versus the merchant side. It does
this by influencing the prices merchant acquirers—

the companies that sign up merchants and process
merchant transactions—charge to merchants and card
issuers charge to consumers for using the card.

The card association—or four-party system'>—model
was adopted around the world. In some countries
MasterCard and Visa organized bank associations.’* In
many countries domestic schemes emerged which
affiliated with MasterCard or Visa for the purpose of
international card acceptance. Banks in these four-

party systems issued credit cards, debit cards, or both.
Countries quickly diverged, however, on the relative
issuance of credit versus debit cards. Credit cards
became the leading card type in the United States
initially while debit cards became the leading card type
in most of continental Europe. Debit cards started taking
off in the United States in the mid 1990s and today
account for 45 percent of payment card volume.’ Credit
cards have grown slowly in most other parts of the world
with the exception of the Commonwealth and some of
the Nordic countries.

PayPal provided another significant innovation by
serving as an intermediary between consumers and
merchants who wanted to transact online. Buyers
provided PayPal with a means of payment (a payment
card or their bank account number), which PayPal billed;
sellers did the same and PayPal credited their cards or
their bank accounts. Following its early acquisition by
eBay, it mainly provided this service to buyers and sellers
on eBay. Later it promoted its service more broadly to
merchants off of eBay so that consumers could pay
anyplace that took PayPal. PayPal is free to payers and it
makes its money from charges to recipients of funds.

While it is not possible to obtain precise figures, it would
appear most payment card systems are based on a
merchant pays model in which the preponderance of
the cost of the provision of payment transaction services
is borne by merchants.'® On the merchant side, almost

all countries have interchange fees in which the bank
that issued the card to a consumer receives a fee—

often a percent of the transaction amount—from the
merchant’s acquirer when the consumer pays with her
card."” Merchant acquirers pass on some or all of these
fees to merchants either as a separate interchange fee
assessment or as part of the overall merchant service

fee. The three-party systems collect these charges

directly from merchants usually. Therefore, merchants
almost always pay some percent of the transaction
amount. Merchants incur other costs as well to accept
cards including obtaining terminals, training staff, and
paying merchant processing fees on top of interchange
fees. On the cardholder side, people pay little directly

for using payment cards. Debit cards account for the
preponderance of card transactions around the world. The
bank usually provides these cards to customers as part of
their checking account. Banks normally do not impose
transaction fees for using these cards.'® In some countries,
credit cards account for a significant share of card
transactions. Credit card customers do not pay transaction
charges (and in fact sometimes receive rewards for using
their cards). They do pay annual fees but the cost of these
is offset in part by the free float that they receive as a
result of not having to pay charges until the end of the
month. About half of the people who use these cards, at
least in the United States, pay off their charges in full every
month and do not finance. For them the annual fee is

the only cost of using credit cards. The other half finances
their charges; the finance fees cover at least in part the
cost of providing risky lending to customers.’”

Payment card systems act as intermediaries between
consumers and merchants. As it turns out, the merchant-
pays business model appears to be common not just

for payment card systems, but also for most businesses
that serve as intermediaries between consumers and
merchants.

The three leading examples of well-
developed industries that provide
intermediation services between
consumers and merchants are shopping
malls, e-commerce sites, and advertising-
supported media.
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1) Shopping mall owners usually charge merchants
store rental fees and sometimes a percent of transaction
volume; they usually provide consumers with free access
to the malls.

2) e-Commerce sites such as amazon.com and ebay.
com charge merchants fees for access to their sites
and a “referral fee” or “final value fee” that are typically a
percentage of the transaction price of the goods sold.

3) Advertising-supported media usually attracts viewers
or listeners by providing them with valuable media
content for free or for a fee that usually would not be
sufficient to cover the cost of developing and delivering
the content. They then sell access to these viewers to
advertisers. Variants of the advertising-media model
include search engines, social networking, and yellow

pages.

Two recent innovative businesses that were started
in the United States represent new variants of the
merchant pays model.

OpenTable has a web-based platform that provides
reviews and information on participating restaurants
and enables consumers to make reservations at those
restaurants. Consumers do not pay anything for the
service. However, restaurants pay $1 per patron they get
in addition to a monthly fee for reservation management
software and a one-time set up fee.20 TopTable, which
OpenTable acquired in September 2010, provided

similar services to restaurants in a number of European
countries.?!

Groupon helps businesses obtain traffic to their stores
by providing coupons to people at heavily discounted
prices for the products or services offered by the
business. Groupon does not charge consumers anything
for access to its discounting platform. It collects all of

its revenues from merchants who pay 50 percent of the
face value of the coupon as a commission to Groupon.22
Groupon has expanded into 43 countries.”3 A number of
other companies have started similar businesses in the
United States or other countries.

[t would appear, then, that over long periods of time and
in diverse countries, payment cards have been using the
merchant-pays model, and the same is true for other
businesses that provide intermediation services between
merchants and consumers.?
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The merchant-pays model was also adopted by new
businesses that had no market power at all. It is possible
that a different pricing structure—one more balanced or
tilted towards consumers—could enable the consumer-
merchant intermediary businesses, including payment
cards, to start, grow and sustain themselves profitably.
But it would seem more likely that there is some
fundamental market dynamic about the demand and
costs for these businesses that has led them to structure
themselves this way.

Il. THE ROLE OF THE
MERCHANT-PAYS MODEL IN
INNOVATION

Over the last 60 years consumers and merchants have
been able to participate in a number of innovative
payment systems that were based on business models
in which the merchant paid for most of the cost of the
system. This section describes this innovation and the
social welfare that they provided.

New businesses fail in part because it is very difficult to
persuade customers to change their existing behavior.
When a new venture succeeds there is a strong
presumption that it is providing significant value to

its customers. This statement is a strong version of the
revealed preference theorem in economics:

the best way to determine
what consumers value, and by
how much, is to observe what
they choose relative to the
alternatives.

Over the last 60 years individuals and merchants (the
customers of the two-sided payment systems) have
flocked to new payments methods that they have
determined provide them value.2> The focus here is in
explaining the sources of that value.

Generally there is an opportunity for the creation

of a multi-sided platform when the provision of
intermediation services to the different customers of the
platform generates enough value to cover the cost of
the platform itself as well as any subsidies that need to
be paid by one side or the other.



For example, for advertising-supported media,
merchants obtain enough value from advertising that
the media entity can charge enough money to cover
the costs of operating the platform as well as to cover
the cost of the content that is used to lure consumers
to come to the platform where they will, in turn, be
exposed to advertisements.2

When Diners Club started in 1950, consumers and
merchants both faced imperfections in transactions.
Merchants incurred expenses from maintaining their
own charge programs. They had to issue cards, manage
their books, collect money, and so forth. The cards

they issued were mainly relevant for repeat customers
since occasional customers would probably not spend
the time applying for a card and giving an occasional
customer even temporary credit was likely risky. The
merchant cards were also not relevant for travelers.

At the same time, many merchants obviously found
that, despite the availability of cash and checks for
payment, it was profitable to establish a charge card
program. It was presumably a valuable service to their
customers and increased sales even though it must
have been more costly than accepting cash or checks.
Cash and checks were inconvenient in some cases for
consumers. Especially in the days before ATM machines,
it was inconvenient to carry cash for payment especially
for occasional large purchases. Check books were

more convenient but because they were not a secure
method of payment for merchants not all merchants
accepted them and did not accept them from all
people.

Diners Club and subsequent entrants created three-
party payment systems to solve these transaction
problems by adopting a merchant pays model as
described above. Diners Club charged a 7 percent
commission on transactions to the merchant; it
charged cardholders an annual fee that roughly
compensated it for the cost of the float and did not
charge cardholders any transaction fees. Although
consumers clearly obtained value from the charge
cards, Diners Club chose a strategy that did not seek to
extract a significant payment for that value. Diners Club
grew quickly in the United States and around the world.

Having demonstrated that there was merchant and
consumer demand for a general-purpose card system
that enabled multiple merchants and consumers

to transact with each other, Diners Club soon faced
competition from other firms, including American
Express.

By the early 1960s, eighteen thousand merchants
including most travel and entertainment businesses
accepted cards from the three-party systems and a
million consumers had and used these cards.?’

In the United States, MasterCard and Visa were
particularly important for solving another problem for
merchants and consumers: the provision of credit. Before
the advent of credit cards, merchants—especially large
ones and ones that sold consumer durables—offered
financing to their customers.?® Often, these merchants
allowed consumers to buy on an installment plan that
enabled them to spread the cost of their purchases,

and therefore finance them, over time. Consumers
sometimes availed themselves of these plans or took out
personal loans from their banks.

This, of course, was an extremely cumbersome system.
The scale of lending operations was limited by the size
of the merchant’s customer base. Consumers faced high
implicit interest charges from installment loans and had
to apply separately at each store they patronized. They
could obtain better rates from their banks, but securing
a personal loan each time a new purchase was desired
was a time consuming and inconvenient process Credit
cards provided a more efficient method of financing

for both merchants and cardholders. Not surprisingly,
over time these programs displaced merchant lending
programs including store cards and enabled consumers
to avoid applying to their banks for personal loans when
they wanted to make large purchases.

The four-party system itself was a major innovation.
Banks had obvious skills in facilitating payments and
lending money. However, no single bank had the scale in
most countries to start its own card system.

By standardizing on a single brand and
having interoperable cards, they made

it possible to generate network effects
quickly as a result of pooling merchants
and cardholders and making it possible
for them to transact with each other,
regardless of which bank had issued their
card.

The four-party system created by MasterCard and Visa
provided a business model that banks around the world
could imitate.
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Most of these payment systems appear to have adopted
an interchange model that required merchant acquirers
to pay a percent of the transaction amount to the card
issuer. That resulted in these four-party systems having

a merchant-pays model that was similar to what the
three-party systems had. These four-party systems then
helped spread the use of debit and credit cards around
the world.

The introduction of debit cards outside of the United
States starting in the 1970s, and in the United States
starting in the late 1990s, was another major innovation.
In many countries, these cards helped merchants,
consumers, and banks reduce the use of checks that,

of course, are cumbersome on many dimensions. Data
for the United States and the European Union indicates
that debit cards have become the preferred non-cash
method of payment for consumers. In the United States
debit cards accounted for 35 percent of all non-cash
transactions in 2009 and were the most commonly used
non-cash payment method.”” In Europe, cards with a
debit function made up over 28 percent of all non-cash
payment transactions and were second only to credit
transfers in terms of the most commonly used form of
payment.®

The merchant-pays model and the interchange-fee
based four-party system model were therefore behind
the development of an industry that, sixty years

after its start, provides one of the leading payment
methods in the world. Millions of merchants around
the world have chosen to accept cards for payment
and hundreds of million consumers use these cards

to make purchases. The theory of revealed preference
implies that merchants and consumers are obtaining
value from using these cards. Otherwise, merchants
would not accept these cards and consumers would not
use them. There also does not seem to be any serious
question about the overall value of payment cards. It

is generally acknowledged that they have reduced the
use of paper-based methods of payment and therefore
moved society to the use of more efficient payment
mechanisms.?’

[t is possible as a matter of theory that society could
have gotten the benefits of these innovations if the
entrepreneurs behind the payment card industry had
chosen the consumer-pays model that would result
with drastically lower interchange fees. That seems quite
implausible though. It is hard to imagine that most
entrepreneurs in the payments industry, over extended
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periods of time, in varying market circumstances, and
in most countries, stumbled upon the wrong model to
starting payments systems.

If the inverted consumer-pays model
could have lead to the innovations
described above, then we would have
expected that more than a handful of
entrepreneurs in a few countries would
have adopted it.

This is not to say that the particular pricing adopted by
the merchant-pays model is the socially efficient pricing
that an all-knowing social planner would adopt. The
two-sided markets literature has identified a variety of
reasons why interchange fees, for example, could be

set too high or too low relative to the socially efficient
benchmark. It would be quite extreme, and inconsistent
with the evidence, however, to assert that almost

every payment system in almost every country over

six decades is upside down in having a merchant-pays
rather than a consumer-pays model.

V. THE IMPACT OF A
CONSUMER PAYS MODEL
ON INNOVATION AND
INVESTMENT

Competition authorities and regulators have imposed
reductions in interchange fees of around 50 percent thus
far. The Reserve Bank of Australia, for example, reduced
the credit card interchange fee from .95 percent to .55
percent (a 42 percent reduction) during the 2000s.3? The
European Commission, in settlements with MasterCard
and Visa Europe, reduced the interchange fee by about
60 percent.® The Federal Reserve Board originally
proposed a 73 to 84 percent reduction in debit card
interchange fees but ultimately reduced it by about 45
percent.3* Some commentators in the United States and
Europe have argued that interchange fees should be
zero, which would largely eliminate the costs of payment
cards for the merchant side of the business.?®

Such regulation is much more radical than the price
regulation that governments usually impose on public
utilities or former state-owned enterprises.



Traditional regulation typically results in marginal
adjustments in prices within the confines of a well-
established business model. Interchange fee regulation
results in an inversion of the business model. The two-
sided market literature has recognized that interchange-
fee regulation results in determining the “pricing
structure”—the relative prices for the two sides—rather
than the overall pricing level. But it has not focused on
the inversion issue and the radical departure it would
result in from existing ways of doing business.?

One would expect that such an inversion would have
consequential results including on innovation as this
section describes in more detail.

A) IMPACT ON PROFITS AND RETURN ON INVESTMENT

The theory of two-sided platforms finds that the relative
prices for the two sides of the platform depend, in part,
on the elasticities of demand.?’ The platform charges a
higher price to the side with a more inelastic demand
and a lower price to the side with a more elastic
demand, all else equal. It seems plausible in the case of
payment cards that consumers have a relatively elastic
demand since they can use free payment methods

such as cash for many transactions or other relatively
low-cost substitutes such as checks. It likewise seems
plausible that merchants have a relatively inelastic
demand conditional on a modest fraction of customers
carrying cards. The merchant stands to lose a sale—and
the margin on that sale—if a consumer cannot pay or
decides they do not want to pay unless they can do with
their preferred method. Indeed, some of the economics
literature that finds that there may be a market failure in
the setting of interchange fees argues that merchants do
not have any choice but to accept the card.?®

If consumers have a more elastic demand than
merchants then it would not be possible for payment
systems overall to earn as much revenue or profit if the
price to merchants were, indirectly through interchange
fee regulation, regulated to zero or a very low level.

We can reasonably assume that the payments system
would have been maximizing private profits before
government intervention to lower interchange fees.
After price caps are imposed on the merchant side of
the business we would expect that there would be an
attempt to increase fees to the consumer side of the
business. However, since consumers have relatively
elastic demand we would not expect that the payments
systems overall would be able to fully replace revenue

Price

and profit after increasing prices and reducing service
offering. Total profits would tend to decline since the
revenue base would fall and because average profits
are likely to be lower as well. The reduction in revenue
and profits would tend to reduce the overall level of
investment in innovation in payment card systems, and
ultimately, the amount of innovation that would take
place. Most economic models of investment in research
and development find that the optimal investment
depends on sales. For example, all else equal a business
that is considering investing in process improvements
will obtain greater returns if it can average the fixed
costs of its research and development efforts across a
larger business. An entrepreneur, and its venture backers,
would, to take another example, realize a greater return
if the sales and profit potential is greater. Those sales and
profits would be smaller after imposing the constraint
that it is not possible to earn significant revenues and
profits from the side of the market with more inelastic
demand. This process can be illustrated with a simple
example based on a textbook model of innovation.?*
Consider a situation that is initially competitive, with a
large number of issuers setting price equal to marginal
cost and earning zero economic profit. Suppose one

of these firms is considering investing in an innovation
that would lower its costs. If it makes the investment,

it will gain a temporary cost advantage over the other
firms. While its advantage lasts, the innovative firm
charges a price slightly below the old price (because the
competitive threat of the other firms prevents it from
charging any higher price), captures the entire market,
and earns profits indicated by the shaded rectangle in
the graph below:* The firm will make the investment

if the net present value of these profits (taken over the
expected duration of its cost advantage) is greater than
the cost of the investment.

Figure 1: Incentive to Innovate - Before Cost Increase

12

Quantity
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Price 6

Now suppose government regulations reduce issuers’
interchange revenue, raising both the pre-innovation
marginal cost and the post-innovation marginal cost
(but with the same difference between the cost levels).
This shifts the rectangle upward, as shown in the
second graph below. Since demand slopes down, this
reduces the incentive to innovate. The magnitude of

the reduction is determined by the elasticity of demand.

The more elastic the demand curve, the greater the
reduction in the size of the rectangle#!

Figure 2: Incentive to Innovate - After Cost Increase

12

Quantity

Although we can be confident that investment in
innovation would decline as a result of switching from
the merchant-pays to the consumer-pays model it

is difficult to forecast the degree of the decline. That
depends on how elastic the demand by consumers is
and how clever banks, networks, and other members
of the payment card systems are in raising fees for
consumers and mitigating the losses from the merchant
side. However, two sources of evidence should make
us concerned that depressing effects of requlation on
innovation could be significant.

First, empirical studies have
found regulated industries tend
to be relatively less innovative.

An early survey of the effects of regulation found mixed
evidence of the effect of regulation on innovation.*2
Some heavily regulated industries had high productivity
growth (electric power, telecommunications, airlines,
and trucking), whereas others had low productivity
growth (railroads, and pharmaceuticals).
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One study estimated that 15 percent of the productivity
slowdown of the 1970s in the United States could

be explained by increased regulation.*> More recent
research has found more substantial evidence of the
negative effects of regulation on productivity growth.*
In particular, price regulation in the pharmaceutical
industry has been found to deter the launch of new
drugs.# Itis difficult to be separate out cause and
effect for these studies—perhaps industries that are
regulated are ones that would have less innovation
anyone. Nevertheless, the studies are consistent with
the view that there is a negative effect of requlation on
innovation.

The experience of the check-based payments system
that has been subject to price regulation, for all intents
and purposes, in the United States since 19144 provides
a second source of evidence and also raises some
concerns. As a result of a combination of common

law and Federal Reserve Board regulation, there

are significant constraints on the ability of financial
institutions to charge individuals who cash checks—
there is on par payment so banks have to pay the face
value of the check#

While there are apparently no systematic studies of
innovation in the checking business, two tendencies
are apparent in the United States. First, there has been

a great deal of process innovation to reduce the cost of
handling paper checks. This was born of necessity given
the exponential growth in the use of checks over time.
Second, there seems to have been little innovation that
has benefited merchants or consumers. For most of the
last century, there was little progress in how consumers
wrote checks and managed their checkbooks; only
recently have they benefited from online banking which
has made it easier to use funds in a checking account.
For most of the last century, there was little progress

in how merchants authenticated and handled checks.
Merchants today are able to use electronic capture, and
some third-party check verification systems have arisen.
For many consumers paying with a check at a store in
the United States in 2011 would not appear to be much
different than paying with a check at a store in 1911.

B) IMPACT ON STARTING A NEW SYSTEM

A price cap on interchange fees would tend to have two
implications for entrepreneurs seeking to start a new
four-party system.



First, for the reasons just discussed, the regulation

would reduce the expected overall profitability of the
new system. The system would not be able to earn

as much profits under the constraint that it cannot
charge the side of the market that has inelastic demand.
Therefore entrepreneurs would be less motivated to
start a system under these circumstances. Suppose, for
example, that American Express was told in 1957 that,
as a result of government regulation imposed following
complaints from merchants, it was not possible to have
a merchant discount of more than 50 basis points at a
time when Diners Club was charging more than 500
basis points. We would expect that even if American
Express recognized that Diners Club and other systems
would face the same price cap, American Express would
forecast a smaller revenue and profit for its business. That
is because it, as well as the other systems, would have to
charge the more elastic consumer side of the business.
As it was, American Express almost did not survive—it
tried to sell itself to Diners Club and also considered
shutting down by the early 1960s—even under the
merchant-pays model.

Second, the price cap would interfere with the ability of
the system to use the relative prices to merchants and
cardholders to generate enough interest on the part

of consumers and merchants to create critical mass.
Putting aside the issue of how much money the system
would make at maturity, most card systems appear

to have started by providing incentives to consumers
to get and want to use cards and then using the
consumers amassed to motivate merchants to accept
those cards for payment. Low prices to merchants as a
result of low or zero interchange fees would increase
merchant interest. But merchants would still need to
incur costs to accept cards and would not do so unless
the system had enough consumers. The system would
therefore not have significant numbers of merchants to
entice cardholders to join. Of course, the entrepreneur
behind the system could seek other sources of funding
for providing consumers with incentives to join.
However, that could be very expensive and risky.#?

The experience of ISIS illustrates the
impact of inverting the business model
from merchant to consumer pays.*

their mobile phones. As noted earlier, ISIS was a joint
venture between three mobile carriers: AT&T, Verizon
and T-Mobile. ISIS also planned to use the Discover
network to process transactions across its network, and
Barclaycard US to issue its cards at launch. Consumer
phones would have NFC-chips that would interact with
merchant terminals to process these transactions, across
the ISIS network.

The ISIS value proposition to consumers was the ability
to transact at physical retail locations with a mobile
phone and to use those phones to receive offers from
merchants as inducements to shop in their stores, using
cards that ran over the ISIS network. The proposition

to merchants was lower acceptance fees since ISIS

was planning to process transactions at a lower cost to
that merchant than Visa or MasterCard was charging,
presumably by using Discover's PULSE network>' and
by presumably persuading consumers to use a debit-
like product. The combination of lower “swipe fees”and
merchant offers was thought to be attractive enough for
merchants to sign on, in spite of Discover’s low market
share 2

The ISIS business model was going to be funded in
several ways: it was going to receive a commission

on sales driven to merchants as a result of offers that
were served to customers and from fees charged to
merchants for processing payments across its network,
even though those fees were said to be lower than those
charged by MasterCard or Visa.

In May of 2011, ISIS abruptly announced a change in
strategy, abandoning its ambition to be, in effect, the
fifth payment network. It announced that it would
reposition itself as a NFC-wallet, open to all issuers

and networks. ISIS"spokesperson, Jaymee Johnson,
stated that, “ISIS was forced to re-evaluate its strategy
after financial reform legislation made it more difficult
for companies like itself to make money off payment
networks!>3 Johnson went on say that merchants were
interested in the ISIS mobile network initially because it
could deliver a mobile payments experience at a lower
fee, but since Durbin was likely to so significantly reduce
the fees associated with accepting cards, there was no
future to the business model and the business the way it
was initially conceived.

ISIS announced in November 2010 its intention to create
a new mobile payments network that would allow
consumers to pay at physical points of sale using

ISIS was planning to enter, therefore, by
differentiating itself from existing system
by charging lower merchant fees.
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The government-imposed price caps largely eliminated
that source of differentiation by forcing the four-party
debit card systems to have low interchange fees and
therefore likely low merchant fees. One could argue

that ISIS provided value only because it was bypassing
systems with inefficiently high interchange fees.
However, by restricting competition on an important
dimension government imposed price caps likely reduce
the prospects for entry and differentiated-product
competition.

The possible introduction of new card schemes in Europe
also illustrates how low interchange fee caps could

affect the decision to invest in new possibly innovative
card schemes. Monnet, Payfair, and EAPS** have been
considering starting pan-European card systems partly

in response to European regulations that mandate

the development of a single Furopean payments area
(SEPA). The SEPA initiatives are designed to encourage
the development of an integrated European payments
system. In payment cards, Europe has multiple schemes
in most countries and these schemes do not interoperate
well across borders. A possible result of SEPA, however,

is the erosion of the domestic schemes and their
replacement with cross-border schemes. That provides a
business opportunity for new entry especially given that
the only cross-border schemes are MasterCard and Visa.

At least two considerations come to bear on launching
a new scheme. The first is the long run question of
whether the new system could earn enough profits
overall (which would then need to be paid to issuers,
acquirers, the network and other participants) to warrant
the investment and risk. To the extent that reduced
interchange fees, for the reasons discussed above, reduce
revenue and profits, they would likely also reduce the
return on investment for a new system. The second is
the shorter run question of whether it is possible for a
new system to achieve the critical mass necessary for
ignition.>® This presents a practical business problem.
Interchange fee setting by a pan-European system
would likely be viewed by the Commission in the same
way as it viewed price setting by MasterCard and Visa. If
5o, that would mean it would be faced possibly with a
similar price cap in order to have an acceptable regime.
However, in order to persuade banks that currently issue
cards with domestic schemes to shift some or all of their
volume to a new scheme the new scheme would, in
many countries, be competing with domestic schemes
that offer a higher interchange fee. It would therefore

be difficult to attract cardholders and as a result hard to
obtain merchant acceptance.
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Part of the problem with a new scheme is that it would
be required to compete with incumbent systems that
have been able to use interchange fee revenues to
recruit bank issuers and consumers over many decades.
Even if all schemes were subject to the same price
cap—zero for example—the new scheme would be at
a competitive disadvantage. It would lack a major tool
for getting consumers on board but at the same time
would not have a better price to offer merchants.”®

C) IMPACT ON THE DIRECTION OF INNOVATION

Although the reduced profitability of four-party payment
systems would likely reduce overall innovation, there is
no reason to believe that innovation would stop. In fact,
the disruption in the existing business model would
provide the opportunity and incentives to do things
differently. However, interchange fee regulation would
likely alter the direction of innovation.

Consider the following plausible scenario. Bank issuers
do not impose transaction or other fees on cardholders
because consumers have elastic demand; instead banks
try to recover their losses through other fees related to
the consumer’s current account or through reduction in
service. That seems like the most likely outcome in the
United States.

As a result, for banks and for the system overall, not
much revenue is based directly on transactions taking
place. In addition, there is much less revenue coming
from merchants directly. Getting an additional merchant
or merchant location on board does not result in any
direct increase in revenue since neither the merchant
nor the cardholder would be paying transaction fees.
The value only comes indirectly from increasing the
value of the card brand to the consumer. In these
circumstances we would expect that innovation will

be directed towards products and services that can
earn revenue as a result of consumers being more

likely to take out a checking account, and purchasing
complementary products, and possibly paying annual
fees for the use of a debit or credit card. That is more

or less what has happened in checking in the United
States. There has been little consumer or merchant
innovation surrounding checking account transactions,
as noted above. The innovation has occurred in the
overall checking account services provided to merchants
and consumers such as online banking and online bill
pay as a way to lock in consumers to those services, and
ultimately the checking accounts that they underpin.



Eliminating monthly fees, being able to
deposit checks at ATMS without putting
them in envelopes, mobile banking

and transactions alerts are just a few
examples of how innovation is happening
on top of checking accounts in the United
States.

D) COULD LESS CARD INNOVATION BE A GOOD THING?

Of course, one might argue that this redirection of
innovative effort is a good thing. At least one theory of
payment cards is that they are a clever way to extract
money from merchants: card systems bribe consumers
to sign up and use the card and then charge merchants
who do not want to lose sales from these consumers.
Others have argued that payment card systems provide
a subsidy to the wealthy that is paid for by a tax to the
poor.>’

Assessing the social value of payment cards versus

other payment methods is beyond the scope of this
paper. However, the view that we have too much use of
payment cards and too much investment in payment
card innovation has a couple of implications that would
appear implausible on their face. The first implication is
that we should have more cash and check transactions.
Much of the information in the world has moved from
physical to digital media in the last 15 years. We would
expect that the same would be true for payments, which
is information all of which can be expressed digitally.

In part it has. Check use has declined in a number of
countries and cash use in some. Much of the growth of
electronic payments has come from the use of debit and
credit cards. Debit cards are the most popular non-cash
electronic payment method in the United States and the
second-most popular method in Europe. Nevertheless,
even in developed countries a large fraction—in many
cases the majority—of consumer payments transactions
are based on exchanging paper money, coins, or paper
checks. It is hard to imagine that countries should have
moved even more slowly from paper-based methods to
electronic methods of payment than they actually have.

The second implication of objecting to the growth of
debit and card cards is that given the government’s
reservations over the private-sector payments systems,
perhaps, we should count more on the government for
payments innovation.

When Diners Club was created in 1950, general-purpose
payments instruments were tightly controlled by the U.S.
government, which controlled the cash and coins and
largely controlled the checking account system through
the Federal Reserve Board. Although the Federal Reserve
Board is widely credited with making an intrinsically
inefficient paper-based check system more efficient,
one would be hard pressed to look at the history of
cash and checks—and more recently the ACH system—
and argue that it has been a fountain of innovation.
Looking around the world, whether it is M-Pesa in

Kenya (a mobile phone based payments and banking
system), PayPal’s online wallet and recently introduced
applications platform, DoCoMo's contactless mobile
payments system in Japan, or Greendot’s prepaid card
products in the United States, one does not typically
see governments behind payments innovation. The
inexorable rise in the use of debit and credit throughout
the world after the introduction of Diners Club in the
United States and especially after the creation of the
four-party system model, and the innovation surround
those payment products, is best seen as a response to a
lack of innovation by government-controlled payments
systems. These private payments systems obtained
traction with consumers and merchants because of

the existence of transaction-cost problems that the
government payment systems were not solving.

V. CONCLUSION

Consumers and merchants around the world have
benefited over the last 60 years as a result payments
innovation largely driven by for-profit payment card
systems. There is no way to prove how much of this
innovation—or alternative innovation—would have
been possible under a consumer-pays model rather
than the merchant-pays model that was actually used.
However, given that the merchant-pays model is the
one that entrepreneurs gravitated towards and that a
consumer-pays model would have faced elastic demand
from consumer it appears likely that society would have
had considerably less innovation with the consumer
pays model.

Interchange fee regulation has, or has proposed, forcing
payment card systems to drop the merchant-pays model
which would necessarily resulting in requiring them

to flip their business models to consumers-pay. Such a
radical change in business models, combined with the
fact that it would impose price caps on the side of the
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market with inelastic demand and require recovery

of costs and profits from the side of the market with
elastic demand, must have material effects including on
innovation. Forecasting innovation is difficult in the best
of worlds but more so in the case of two-sided markets
where theory is undeveloped.

Nevertheless, the most likely scenario is that investment
in payments card innovation will decline overall and
will shift towards the creation of value-added services
for accounts that include payment cards as a feature.

As we have already seen with the decision by the U.S.
joint venture of the three largest mobile carriers to drop
its ambitious plans to start a new mobile-phone based
payments system given the expected drop in debit-
card interchange fees, it is likely that the inversion of
the business model will result in the discouragement of
the formation of new payment card systems, or other
systems for which payments is an essential attribute.
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