


The early Christmas present from the EU
The EU regulations on interchange, will if it is to be believed, save consumers €6bn a year and help to boost

more innovation and competition in online and mobile payments. David Parker assesses the likely impact
of the requlatory changes, getting comment from industry players and lawyers on what we should expect

s summer closes, the big question
for many prepaid cards issuers,
programme managers and brands
must be "And where now given
the changes in interchange coming?' -
see box, p9. On 20 April 2015 the Coun-
cil of the European Union (EU) formally
adopted the Regulation on interchange
fees for card-based payment transactions.

The stated aim of the EU Council is to
reduce costs for both retailers and consum-
ers, to help create an EU-wide payments mar-
ket and to help users make more informed
choices aboat payment instruments.

The point about reducing costs for con-
sumers i hotly contested given the fact that
in Australia (which led the way in 2003
with interchange regulation}, consumers
saw no reduction in prices from merchants,
bat watched the cost of card fees in Aus-
tralia increase by up to 50%. Furthermore
cardholders are paying approximately
£226m each year in additional fees as a
result of the REA's regulation.

The EU regulations will come into force
20 days following publication in the Offi-
cial Journal, with the interchange fee caps
becoming effective six months later, which
is expected to be October 2015,

As a Regulation, its provisions become
effective immediately: they do not need to
be transpased into local law. But as usual
with the EU, not everything is quite black
and white. Whilst the beadline numbers are
easy to read, Member States are permitted,
for domestic transactions, to set lower caps
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or allow a fixed fee of no more than €0.05,
which can be combined with the 0.2% or
0.3% fee cap.

Also, during the first five years of appli-
cation, Member States may apply the caps
calculated as an annual weighted average of
alf domestic debit or credit card transactions
within each payment card scheme. Further
for domestic so~called “universal card® pay-
ment transactions, L.e. those that are not dis-
tinguishable as debit or credit card transac-
tions, the debit card cap applies.

Again, there is a Member State derogation,
but applying only for the first year of appli-
cation of the caps. So whilst the headline
provides nice clean numbers, in effect each
member state can interpret them slightly dif-
ferently within overall boundaries — leading
to a number of variations of grey.

The majority of consumer prepaid cards
have always been 2 volume game and this
will not change, but for many programmes
the reduction by around 70% of the inter-
change will have a dramatic effect on pro-
gramme revenues, especially for those with-
oat other major sources such 2s FX and fee
income.

EPI asked 2 range of issuers and pro-
gramme managers and all generally com-
mented that the schemes had done a good
job in communicating the changes although
as Ray Brash CEO of PPS a processor and
issuer commented: “Until recently we didn't
know when it would be implemented, it is
good that it is now confirmed for Decem-
bez, slightly later than the originally forecast

October date.™

The key question thoagh is of course how
will this affect fees to consumers, as Ray
Brash again commented; “Certainly, those
that are reliant on interchange revenue will
have to change their business model, wheth-
er this is by increasing fees, but jeopardising
the competitive nature of the produoct o by
diversifying and adding new services to war-
rant a fee increase.”

Noel Moran, CEQ of PFS, an issuer and
programme manager added: “From the
issuer perspective, and as a result of the
schemes amending fees, as a direct result
of interchange increases, we have had no
alternative but to increase fees to all oar
card programmes. This will have a direct
impact on end consumer pricing.” As a pro-
gramme manager with many brand clients
Muoran went on to say: “Pushback as you
can imagine has been enormous. It is easy for
the schemes to push increases down the line,
but it is the programme owners who have to
deal with the end customer™

For others though with their own produce
in the market the affect has been more dra-
matic, with produocts actually already being
withdrawn. Rich Wagner, CEO of APS, an
issuer and programme manager as well as
brand owner of CashPlus Plastic stated: “As
we have 2 number of product price points,
what we have done is not changed our pric-
ing, but in fact eliminated some of our low
fee products from the market.™

Paul Swinton, managing director of Pay-
ment Card Solutions, 2 Programme Manages
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agreed, stating: ~[ see some of the bow cost
GPE programmes will become even more
unsustainable. Whilst laonching to market
in this way may attract cardholders, long
term sustainability has not and will not be
possible.”

Couald the imterchange restroctaring drive
some programmes out of basiness? While
all those we interviewed said it would Dot
dramatically affect them persomally, several
nated that it could have effects on others.

Fetur Jonsson, head of international
issuing of Valitor Bank, an issuer and pro-
cessor, stated: “This may well force some
programmes owt of business, bat those pro-
grammes were not correctly structured in
the first place. It has been known for a long
time that interchange is coming dowm and
issuers should have adjusted their pricing a
long time agn.®

Jobn Sharman CEQ of Toxedo, an issoer
and programme manager added: *Fro-
grammes that rely on interchange ax a mate-
ria| income stream are already bigh risk. The
fee cap will only exacerbate this. The feecap
may well force some programmes to closs
deram and these are likely to be the ones that
oiffer low fees today.™

And the point raised by Rich Wagner
about having to withdraw “low cost” prod-
ucts is re-enforced by John Sharman stating:

*Conswmers conld be worse off with fewer
low cost products available.”

Opportuntties and masons for optinmism
But could these changes hide some real
opportunities? As Paul Swimnton highligied:

=1 think the changes may force high street
banks to look even further at the margins
of their current account books and look to
charge (probably monthly fees) to prop up
these long term |oss leaders. This presents an
cpportunity for GPR to fill the hank account
lite gap or to prowide a card based oatlet on
EMI based products which are increasingly
online and ocperate on a much mare soondam-
ic fnating.™

Eich Wagner agrees: “['m an optimist as
I smspect that banks will mesd to create pric-
ing models in a similar way to GFR prepaid
cards and how APS defined the UK market
whien we launched the first GFR card in the
LK.

Tom Jennings, general manager of Wire-
card Card Sclations, believes there could
be a general move from GPR to Bank Lite.

“Forcing GPR. programmes into charging the
customers will resalt in more *Banking Lite”
moidels where GFR programmes provide
a real alternative to traditional high street
banking but with more innovative produoos
an« services.”

With the following products all position-
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Statement from the European Commission (EC)

The Eurapean Commission welcomes the
adoption by the Enropean Parliament of
a Regulation capping interchange fees
credit cards and improving competition
for all card payments. The Commission
estimates that the roles when implemented
could lead to a reduction of about €6hn
aneeally im hidden fees for consumer cards.
Card-based Fayment Tramsactions™, which
largely follows a Commission proposal
dom of choice to retailers, enhance trans-
parency for card transactions, and pave the
way for innavative payment technologies.
Farthermore, the Regulation removes
major abstacles to technological inmova-
tion in payment opticns. Technologies that
allow consumers to pay with their debit or
credit cards online or using their mobile

“swipes”, eic.], are readily available. How-

phones |with apps, Bngerprints, comtactless

ever, uncertzinty on the rules regarding
imterchange fees has been one of the factars

holding up the use of thess technologies.
Commissioner

Vestager, in
charge of competition policy, said: “For
toe lomg, uncomepetitive and hidden bank
interchange fees have increased costs of
merchants and consumers. Todays wote
has browoght us ancther step closer to pat-
acap on interchange fees, make them more
transparent and remove a hurdle to rolling

Ascards are the most widely used means of
omline payment, this Regulation is also an
important bailding block to complete the
European D¥gital Single Market.”™ m

ing themselves in the market as "Bank Lite”
i.e. products with functionality soch as
Diirect Debat, IBAMN numbers eic, this could
be an area where we see a benefit to the pre-
paid ssctar:

# Cardomebanking

#*  Clearcash Monthly
CashiFlus
Clearcash PAY G
Firans
Moneyhlona
Secure Trust Basic Bank Account
Talk Home
Think Momey

* Taxedo ecoount money

= Change Account

50 what will happen to GFR and other
prepaid fees? As Phil Davies, CEOQ of PSI-
Fay- issuer and “E" wallet operator comment-
ed: *A good prepaid programme showld
already be offering 2 compelling consumer
proposition to transcend the buying on cost
mentality. Relying on price is 2 surefire way
to being just annther commaodity, which has
a far more damaging effect than the loss of a
few basis points of interchange. The proposi-
tinn should be in value for money. Research
has shown that consumers do not mind
paying reasonable prices if they are getting
something that they feel is of value.

Ray Brash supported this adding: “Pre-
paid cards will have to evolve in order to
find alternative revenue streams. FX will
play a part bat retailer cashhback, additional
technology that simplifies the customer
experience, and some novelty features such
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as gamification will all potentially come into
play.”

Tom Jennings added: “*There will be an
imcrease in ATM fees ! monthly fees, but we
will alsor see a greater number of boyalty pro-
prammes and added services such as insur-
ance being sold as well as other added valoe
wervices. Couponing will be crucial to gener-
ate revenue for programmes.”

Moel Moran of FFS forecasts that thoagh
there couald be another side effect of the
change in that the redoction in interchange
levels and the increased fees from the
schemes will be the death of certain prepaid
products, an example being virtwal cards.

“It also makes it impossikle to justify low
valwe POS purchases, which in turn has a
huge knock on effect to models ke Apple
FPay, HCE, comtactless payments and MNFC
in general,™ added Moran.

Will csts rduce for consumers?

The key question of coars, given the ECE's
stated aim of redwucing costs for consamers,
iz will this happen? Time will provide the
real answer but amongst the many expernts
guirzed by EPI, there was considerable scep-
ticism on whether consumers will see any
real differences:

Ray Brash, PPS
“We dom’t believe that moving card costs
omEa issoers is in the interest of consumers.
Fetailers manage all their costs and in the
end have to provide a competitive price to
the conzumer. Bazed on that comsamers can
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EU Changes to Prepaid Interchange

Prepaid cards are considered debit cards
and the new regulation sets i

fee caps at 0.2% of transaction value for
cross-border debit card fransactions, and
0.3% for cross-honder credit card transac-
tioms. For domestic transactions, Member
States are permitted to set lower caps or

allow a fixed fee of no more than €0.05,
which can be combined with the 0.2%
or 0.3% fee cap. For domestic so-called

shop around and the market will give them
the hest catcome. By moving fees onto issu-
ers there is a danger that all issuers charge
the same or even if some issuers absorh the
fee the customer is naturally less likely to
move banks than change their buying behav-
L

“Furthermore it's not dear to us when the
acquirers will pass on the savings to mer-
chants and when they do if merchants will
pass this on to consamers. We work with the
leading retailers in Europe and oar feeling is
their biggest issue is groswing the top fne and
in particular oaline. Both of these ohjectives
are actually helped by card and electronic
payments.”

Tom Jennimgs, WD(S, on whe ther costswill
increase for mnsumers

“Muo, because [ do not believe the retailers
will pass on the saving. The argument was
beraeen the remilers and the schemes about
revenue streams, which do not affect the
schemes in the same way they do issoers and
ACquiTers.

Meanwhile, scheme charges to members
have gone up. Only one aspect of the cost
chain has been made transparent and with-
out any requirement to pass through savings
there will be no such activity. Ultimately
this hias the potential to be more harmbual o
retailers and, as a result to consamens.™

Petur Jonsson, Valttor
“Mao 1 don’t believe so. In my opinion the
costs have been included in the pricing for
s time and | dom't see the prices coming
down to reflect the changes. [ believe this
will be an additional cost to the consumer.™

Rich Wagner, APS

“Mat really as the consumer will pay mare
[through higher mzuer e and the retail-
ers will be able to take the savings direct to
their bottom line, and not pass this benefit to
consumers which was their arpament to gt
these fres changed in the first place.”

Paul Swimton, PCS
“My chort to mediem term view is that thix
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will oot impact the consumer at all. Fartica-
larly in the UK, fixed pricing is levied on the
majority of retailers (particolarly smaller
ones| by acquoirers and P5Ps with no refer-
ence to interchange, plus type pricing seen
elszwhere. 50 the retailer will in all likeli-
hood continue paying the same rates and
{ironically) the acquirer will make a larger
margin as the interchange rates shrink.

50 the retailer and conswmer will feel no
benedit until there are some disruptor acquir-
ers that become mamsiream to address the
market disparity. The only “losers™ are the
scheme and issoers, althoogh as many of the
high street banks also have a large acquiring
arm, this will be little felt at groap kevel. [
am confident that the scheme will find ways
tor introduce new “billing codes”™ to address
their internal disparity.

Longer term however, as the business
models within the acquiring market are
shaken up, some retailers will re-negotiate
and may pass these mvings down to consum-
ers, but in an ever increasing mangin-pressed
retail market, we think it ankikely this will be
that significant. One area that may {again)
oome unider pressare is the card surcharging
muddel, alithough taking the airline industry
as 2 modlel, this has been largely unsacoess-
ful in being regulated as card surcharge fees
are redefined as something else.”

Phil Davies, PSI-Pay
=The theory is fine bat in practice merchants
are unlikely to drop prices since the few
basis points saved are, largely, academic and
a small part of the overall merchant acquir-
img Fes.

We can look to Australia where this was
imtroduced a few years ago and merchant
pridng remained the mme bt isuers sought
tr recower kost revenoe elsewhere. The likely
oatcome is the consumer loses oat.™

But do the regulations affect all debit and

credit cards equally? MNa, there are some
clear carve ouis:

1. Three-party card schemes such as Din-
er's and American Express

2. Commercial cards wsed only to pay
business expenses

3. Cards with restricted acceptance e.g.
Luncheon Youchers

Om the face of it this would seem great
news for the three party schemes but also
a real boost to commercial cards. There is,
however, a potential road block in that the
regulations have also given merchants a
qualification on the "honour all cards®™ rule,
=0 that merchants are omly obliged to accept
cards within a scheme where they are subject
to the interchange fee.

The reality could be only consumer cards as
the merchant will have the dght to refuse any
cards that have higher imerchange and thos
Mlerchant Service Fees from their acguirer

This could mean that, whilst major basi-
ness |ocations are happy to take the commer-
cial cards for business people with a mandate
that all company expenditure goes on their
corporate card, this has to be changed over to
a Consumer BEY, duoe to the risk of rejection
by merchants.

EPI alsoasked a mumber of keading lawyers
fur their take on the new regalations:

Robert Courtmeidge, global head of cards
and payments, Locke Lord (UK)] LLF com-
menged:

“The anti-avoidance provisions around
the definition of “interchange” which catch,
for example, marketing incentive payments
paid by the card schemes for attaining certain
transaction levels, will make it even harder
for new programmes to get going or o be
viewed as viable.™

Paul Anming, Farmer, Financial Insttutions
Group Osbome Clarke observed:

“Rarely does European legislation not
evohe. If the EC perceives that its regalatory
abjective - lower costs for consumers - is not
being achieved, it will follow-ap.

Bat it's a regulatory minefield out there -
siep imio bank-lite prodocs and you've got to
comply with the account switching reguire-
ments.”™

He added: “With so many different cards
and rates, the obligation on acquirers to only
affer blended rates upon express request from
merchants looks good on paper, bat will be
honoured in the breach regularh.™

Thus while on one hand there appears to be
clarity, on the other it seems that there is a lo
stilll oy be sorted out.

This is espedally the case around the trath
af whether consumers benefit from lower
prices and whether basiclow cost GPR cards
will disappear from the market, remav-
ing consumer chaoice, potentially affecting
the wider drive some governments have for
financial inclusion.
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