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INTRODUCTION

. Since April 2000 the Consumer Council has rebeived complaints from merchants

in Hong Kong against the Electronic Payment Services Company {Hong Kong)
Limited (EPSCQ). EPSCO is the operator of a debit card payment system known
as 'EPS' {(easy pay system) that directly transfers payments from a customer’s
bank account to the bank of a merchant at the point of sale.

. The complainants alieged that EPSCO is a ‘monopely’ service provider and is

taking advantage of its market. power to- levy unreasonable transaction charges

from the complainants for using the EPS system. The complaints have twe

dimensions. First, some complainants had originally negotiated a flat fee of
$2.00 per transaction regardless of the amount, and EPSCO had moved to
change that to a percentage based fee up to 0.75 % calculated on the amount of

“the transaction. Second, there were complaints generally by merchants

regarding the use by EPSCO of percentage based transaction fees rather than
flat fees. '

. Hong Kong is a market economy, and it is through the process of competition

that the objectives of economic efficiency and the free flow of trade are to be
achieved'. The intention behingd the Council's report is not to consider the
quantum of what a reasonable transaction fee should be {as the Council does
not have access to commercially sensitive information and data to do so). Nor
is the Council seeking to argue for uniform fees in the marketplace for a
particular group or grecups of merchants. It's intention is to consider the
guestion of whether there has been a market failure in the delivery of debit card
network payment services 1o merchants due to a lack of competition, and the
implications for consumers. This report consolidates the limited information that
the Council has been able to obtain from the industry, including the
complainants and EPSCO, and general research on retail payment systems.
overseas.

EPSCO

4,

EPSCO was set up in 1984 by a consortium of banks in Hong Kong. At present
there are 35 member banks, and ownership of EPSCQ is through share capital of
individual banks. According to EPSCO records obtained from the Companies
Registry, the Hongkong and Shanghai Banking Corporation (HSBC) is the
company's largest sharsholder. ~ Qut of the total 67 shares, HSBC holds 24

shares followed by Hang Seng Bank Limited with 4 shares. The other member

' This reflects Mong Kong Government policy, as enunctated in its Statemesnt on Competition Folicy
issued May 1998, Paragraph 2.



banks have 1 to 2 shares only. The Articles of Association of EPSCO also

provide that the number of members of the company shall not at any time
exceed fifty major banks in Hong Kong. The Articles of Association also allow
for EPSCO to declare dividends and capitalise any profits that may arise.
infermation from the Companias Registry shows that at the ttme when EPSCO
was set up, its management board was composed of representatives from HSBC,
Hang Seng Bank, Bank of China, Bank of East Asia and Citibank.

. According to the company’s website information <http://www/eps.com.hk> iis

mission is to reduce cash and cheque transactions through the development of
various electronic fund transfer services., Its services offer consumers and
merchants channels to pay and receive funds, and create a smoother flow of
funds within the banking industry. Products and services offered include EPS,
Payment by Phone Service (PPS), Payment Express Terminal (PET), electronic
funds transfer services for Hong Kong Jockey Club and Octopus' Add Value
Machine. - :

How FPS works

6.

EPS is a retail payment system that makes electronic payments from a
consumer's bank account directly to a merchant's bank account at the point of
sale. The payment is effected through the consumer presenting a debit card
issued by one of the EPSCO consortium members to the merchant. The debit
card is used to activate a specially provided terminal through which the
merchant's bank account is credited with a cerresponding amount from the
consumer's bank account. EPSCO cusrently has contracts with about 10,000
merchants, which it claims represent 20% of Hong Kong merchants.”

Categories of fees

7.

In discussions with EPSCO and with merchants it was disclosed that of the
merchants currently with EPS terminals, there are actually three categories of
fees that apply: '

«  $2.00 flat fee;
. 0.75%; and
. ‘other’

Special rates

8.

Information was initially provided to the Council by EPSCO indicating the
number of EPSCO terminals in operation, caiegorised according to cone of the
above three payment categories. Further information was sought on an
elaboration of what the ‘other' category meant and a breakdown of the number
of merchants falling within each payment category. However, EPSCO informed
the Council that the information previously provided on terminals was
commercial in confidence 'and_shoul_d not be disclosed. Similar reasons were

‘cited for declining to provide information on the costs of effecting transactions.

2 RSMG Worldwide Media Release issued on behalf of EPSCO ‘Standardizing EPS Service Charge
Affects Onfy 200 Merchants', § June 2000. .



9.

As for the charging rate noted as 'other’, EPSCO staied that the term refers fo a
situation where a particular merchant has negotiated a special individual fee, for
example, a percentage fee lower than 0.75% based on a high volume of
transactions. The Council was informed in discussions with merchants that in
addition to.a lower percentage transaction fee below 0.75%, there was another
fixed fee scale not tied to each transaction, for example, a fixed monthly fee
that would be charged if a merchants transactions exceeded a certain number
per month. !f the transactions did not exceed the specified number, the 0.75%
fransaction fee would apply.

Cost of EPSCO operation
10.EPSCO stated that for more than 10 years after its inception, it recorded deficits
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and that it had invested heavily in security and technical upgrades each vear.
The company stated that despite these difficulties, it has been charging a
percentage fee of 0.75% on transaction value and has never revised the chargs.
The current fee alignment was aimed at standardlsmg the EPS charge among all
merchants.

.EPSCO claimed that it had made efforts to explain the reasons for the fee

alignment to merchants and had given adeguate notificationlate December
1999 of the proposed changes, which were to take effect from 1 April 2000,
This was in accordance with the merchant agreement that sets cut the. terms
and conditions for a merchant to use the EPSCO service, and allows for. changes
to be made upon prior notice.

EPSCO's rationale behind the percentage transaction fee
12 EPSCO stated ‘that its reason for applying a percentage based transaction fee,
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rather than a flat fee was because it considered a flat fee to be unfair to
marchants, particularly those with 'smaller ticket size'. In other waords; the
lower the transaction value, the higher the percentage rate wouid be. It was
also stated that a flat fee would have to be constantly reviewed as system
usage grew, while a percentage based rate would be self adjusting. EPSCO was
unable to provide the Council with any information that explained the rationale
for setting the percentage fee of 0.75%.

_EPSCO claimed that the change in the fee structure scheme only impacted a few

merchants. Since EPS was established, it was stated that 90 percent of EPS
merchants have been charged a service fee of 0.75% of the fransaction amount.
Only a small number of merchants, for individual reasons, had been charged a
concession rate of HK$2 per transaction for the past 15 years. It was claimed
that this special rate is lower than the cost to provide the EPS service.

14 EPSCO stated that its key objective is to reduce the amount of cash and

chegues in the retail market in Hong Kong. It provided the service regardless of
size to small, medium and large merchants and did not impose a minimum
spending amount for its service, in order to provide both consumers and
merchants with a convenient payment tool. It therefore preferred a percentage



~ based commission scheme to a fixed transaction fee so that small retailers with
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16.

17

a large number of small transactions could still afford the program and therefore
be encouraged to jcin. :

EPSCOQ's rationale was that if a merchant had many small volume transactions,

it would be unprofitable for the merchant to accept the card if the transaction
fee was sot at a flat rate. For exampie, if a merchant typically has many

purchases at $100, for which debit cards were used, and has to pay $2 per

transaction, this would amount to a cost to the merchant of 2% of the purchase
price, erasing much if not all of the margin. If a percentage based fee of 0.75%
was used, this would only cost the merchant 75 cents.

However, while there may be some merchants who prefer a percentage
transaction rate, the merchants who complained to the Council stated that their
transactions were typically much higher and the percentage based fee acted
against their interests. For example, if a debit card was used by a customer of a
goldsmith or a travel agent for a typical transaction of $10,000, the 0.75%
transaction fee would cost the merchant $75.

4n the Council's opinion, if transaction fees for merchants are to be charged .

(bearing in mind that 'excessive’ transaction fees could act to impede growth of
the systemn by merchants} the matter comes down to the issue .0f choice. In
particular whether merchants have competitive choices available to them for the
product, and what competitive pressures exist to determine an efficient levet of
the fees.

INDUSTRY COMPLAINTS

18.

19.

This matter was initially brought to the Council's attention by the Hong Kong
Jewelers & Goldsmiths Association (HKJGA}; represeniing jewellers and
goidsmiths, and the Mong Kong Travel industry Council {TIC}; representing all
trave! agent associations in Hong Kong. Subsequent representations were made
to the Council on behalf of other groups of merchants in Hong Keng. A survey
carried out by the Office of Mrs. Selina Chow, Legislative Council Member,
between 8 and 21 May 2000, on 2571 merchants in the furniture, cosmetics,
electrical appliances and computer industry, indicated widespread concern on
EPSCO's increase in fees {for those with $2.00 flai fees) and use cf a
percentage based transaction fee’. ' '

In that survey 70% of respondents indicated that they had signed the new
agreement with the 0.75% transaction fee, but only 22.7% accepted the new
fee. Furthermore, primary boycotts against EPSCO’s sysiem were subsequently
organised by collective groups within retail sectors, that involved substantial
numbers of merchants. A media release issued on bghalf of EPSCC was headed
‘Standardising EPS Service Charge Affects Only 200 Merchanis™. As noted
previously, EPSCO has declined, on the grounds of commercial confidentiality to

? Media Release by the Office of Mrs. Selina Chow, Member, Legislative Council, dated 1 June 2000.
4 Op Cit. EPSCO Media Release.



provide a breakdown of the number of merchants using the various transaction
fees that the Council believes are on offer. However, it was clear to the Council
that the concern with EPSCQ's actions in the retail sector went further than a
number of merchants who have had their terms and conditions changed from a
flat fee to a percentage based fee. Information provided by some of the
complainants is as follows. '

Jewellors and Goldsmiths _ '
20.HKJGA opined that EPSCO had used jewellers as a means of promoting use of
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the system in its development stages beginning in 1985. Initially EPSCO
attempted to have jewellers pay a percentage based transaction fee, hut
following resistance, a $2.00 flat fee became the norm, and remained so uniil .
recently, when EPSCO notified merchants that it intended to change the fee to a
percentage.based system.

As the transaction values for purchasing gold, jewels and watches were high,

varying from a few thousand to several hundred thousands, EPS was widely
used as a form of payment in daily iransactions in the jewellery sector.
According to the HKJGA 20% of transactions in the jewellery sector are traded
by EPS in order to keep the prices competitive, especiaily for gold bar
transactions. A maior factor for jewellers in using the system is that there is no
bad debt. The most commeon users of EPS in the jewellery sector were those
who did not want to carry large amounts of cash and those who did not have
credit cards or preferred not to use them.

22.HKJGA stated that ESPCO are charging transaction fees to their members under

three categories. Some had the $2.00 fiat fee, some paid $1800 per month flat
fee (for large jeweliery retailers) and others paid between 0.5% and 0.75% on
the fransaction value. : : -

23.Because jewellers and goldsmiths transactions were often substantial amounts,

the change to a percentage transaction fee from a fixed fee could substantially
alter the cost to the merchant of using the payment sysiem. According to the
calculations of one jeweller, the total expense of the transaction charge using
the new method of calculation, over a period of 8 moenths (March 1998 1o
October 1999} would be 10.8 times the transaction cost under the old scale.

Travel Agents
24.The TiC informed the Council that when EPSCO first approached travel agents

approximately fifteen years ago to utilise the service, it also attempted to
negotiate a percentage based iransaction fee with trave! agents. There was
resisiance from the industry and a flat fee was negotiated. Travel agents felt
that the paymenis system was essentially a substitute for consumers using
automatic teller machings (ATMs} and that the EPS terminals were more or less
ATMSs®. In these circumstances it was felt that a fixed transaction fee was more
appropriate. The reason was that unlike credit cards, where the cost of

® In fact, for merchants' customers to use the EPS service they must have an ATM card issued by a
participating bank in order to use the service.
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operatlon inciudes the cost of credit to banks®, the cost of the EPS service was

fargely fixed, and not affected by the size of the transaction. Accordingly, a

fixed transaction fee became the industry norm.

.During the early stages of the system, utilisation: by travel agents only

accounted for about 5% of their customer transactions. At present that figure
has grown to approximately 50%. It was considered that in the travel industry
there was-a high consumer convenience factor for using EPS because of the
large amounts involved. Importantly, there was also an understanding that if
credit cards were used for payment, the higher transaction fee travel agents had
to pay for accepting credit cards would be passed on in higher charges for the
agent's service. Moreover, travel agents found the system convenient, and
because of lower transaction fees and immediacy of payment this contributed to
lower costs of operation which could be passed on in lower charges for services
1o consumers.

Computer retailers

26.
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The Chamber of Hong Kong Computer Industry Co., Ltd. (CHKCI} also todged a
complaint with the Council concerning this matter, alleging that EPSCO was a
‘monopoly’, and using its alleged monopoly powser 1o set merchant transaction
fees. The CHKCI conducted a recent telephone survey of members, with regard
to ascertaining the current modes of commission charges levied by EPSCO to its
members. CHKCI randomiy selected 30 merchants, and out of the 30, 60%
were paying the $2 per transaction fiat rate {minimum charge per month at
$500); 13.3%, $1800 flat charge per month; 26.7%, 0.75% on transaction
value.

in addition to the commission charge, they also indicated they pay a monthly

charge of $50 per terminal. The survey indicated that the wvolume of
transactions paid through EPS varied between members within a range of 10% '
to 70%: an average of about 36%. CHKCI stated that virtually ali members felt

bound tc have EPS available for customers who considered EPS as being

equivalent to a cash payment, and that the trade would haveé no option but to
pass on any increase in cost that flowed from an increase in transaction fees.

" CHKC! also noted that the cost of each transaction for using EPS was not

directly reiated to the transaction value, and accordingly, believed EPS had no
grounds to charge for the service using the transaction value as a base.

Other retailers

28

‘White this matter was brought to the Council's attention by particular groups of

merchants, it is important to- appreciate that the retail sector is made up of many
participants, each of which would have varying degrees of influence when
negotiating with EPSCO. As noted earlier, EPSCO have indicated that, leaving
aside the complainants who had the $2.00 flat fee, some merchants have
negotiated percentage based fees less than the 0.75% ‘standard' rate.

5 The credit risk for either default on payment or misuse of a credit card is usually on the card issuet,
unlees the merchant is somehow at fault for failing to observe the card issuer's security procedures
designed to limit risk.



Moreover, according to some complainants, there are merchants who have been
able to negotiate monthly flat fees as an alternat;ve to the percentage hased fge,
or a per transaction flat fee.

20 .1t is inevitable that differences in fee levels between merchants would exist,
given that the characteristics of a network industry would put pressure ¢n a
supplier of the network service to build up capacity in the network, by offering
discriminatory prices to merchants who bring value to the network. The range
of those discriminatory fees, and details on the number and identity of the
merchants who had the fees, would assist in clarifying some of the assertions
made by the complainants and would also clarify the extent of bargaining power
assumed to be held by some merchants. However, as noted earlier, the Council
is unable to obtain details from EPSCO (which cited commercial confidentiality)
10 verify the extent of this fee level discrimination. :

Effect on consumers
30.As far as consumers are concerned, EPSCO felt. that the change in the
commission scheme should have no direct impact on consumers and stated that:

"In the past 15 vyears, most merchants subscribing 1o the EPS service have not
transferred the 0.75% service charge to consumers. If EPSCO received complaints
regarding this matter, it may consider terminating the EPS service for the particular
merchant.”’

This statement reflects a rule that EPS has in prohibiting merchants from
imposing additional charges for transactions by customers where payment is to-
be effected through EPS.°® The Council believes that credit card agreements
have simitar rules.

31.Transaction fees for using the EPS service, and credit card services, are a
business cost for merchants. As such it is naive to assume that they would not
be passed on to consumers; in the same way that other costs of business are
built into the retail price of goods and services. The real issue in relation to the
EPSCO rule prohibiting merchants from offering discriminatory prices is whether
consumers should be informed of the costs of using a particular card, and in
turn whether they should have the benefit of choice. The Council believes that
consumers should not be deprived of that information, or that choice.

MARKETS AND MARKET POWER

32.The guestion as to whether EPSCO has market power and whether it is using
that power to levy fees on merchants requires an assessment of the relevant
market from the demand and from the supply side, with reference to relevant
product, geographic and functional dimensions. Defining the retevant market and
evaluating the degree of power in that market are in effect part of the same
process. However, for the sake of simplicity of analysis the two issues can be

7 Op Cit. EPSCO Media Release.
B Rule 7.1 "Merchant Copy of EPS Merchant Agreement’



- discussed ‘separately. Moreover, the evaluation of both issues is carried out
with the primary concern of identifying injury to consumer welfare.®

233.The process of establishing a relevant market requires an examination of the
product under gqusstion with reference to the sources and potential sources of
close substitutes. The objective is to determine the boundaries within which
effective competition occurs. The wider the market boundaries, i.e. the greater
the number of substitute products presently or potentially offered by competing
market participants, the less likely that there is market power. On the other
hand, the narrower the market boundaries, and the less thers is compeiition
between market participants, the more likely it is that market power axists.

Demand side

34.An important point to appreciate in regard to the allegation of misuse of market
power is that the demand side assessment of the relevant market, and market
power, has to be considered from the perspective of merchants. in effect, they
are the 'intermediate’ consumers demanding the product in this matter. In order
for merchants to operate a viable business they need access to a number of
products, i.e. premises, telephene, electricity- fittings; and importantly, the
means by which they can satisfy their prefersnces, and those of their customers,
as to the manner in which payments are made. The degree to which merchants
need these business inputs, and the level of sophistication of these inputs,
would vary depending on their own preferences to cater for any special needs of
their sectors, and their own personal preferences as far as their marketing
strategies are concerned. What is important is that the demand for the products,
in terms of product quality, price, and service level is satisfied by rivairy
between independent competitors in a competitive marketplace.

The product :

35.The means by which merchants can satisfy their customers’ preferences for
payment systems can be found amongst a number of payment mechanisms on
offer. EPSCO is one service provider that supplies a unique payment mechanism,
in terms of functionality, in that it is a debit card network payment service that
directly transfers money from a customer's bank account to the merchant's
account. EPSCO, as a supplier of a business input for merchants in Hong Kong,
claims that its product faces competition from other products and payment
mechanisms, i.e. cash, chegue, stored value cards, and credit cards'®.

36 When EPSCO states that its product faces competition from other means of
payment in Hong Kong, it needs to be emphasised that there are a number of
dimensions to this state of competition. First of all, from the product dimension

¢ This is consistent with the ‘first principies’ approach to anti-trust analysis where "Market definition
and market power shauld be evaluated in the context af the alleged anti-competitive conduct and
effect, not as a flawed filter carried out in a vacuum divorced from these factors." CQCuoted from
Steven C Salop, 'The First Principles Appreoach to Antitrust, Kodak and Antitrusi at the Millenium™ in
"Aptitrust Law Journal' Voiume 68 lssue 1 2000.

% Transaction cards issusd by merchants, for use only within the merchant's stores, were not raisaed
as campetitive choices by EPSCQ, and the Council does not consider them to be relevant given they
do not have ubiquitous usage in the overall retail environment,



EPSCO has to market EPS to its customers as a distinct product with some
unique features, which while clearly differentiating it from those other products
still offers a degree of payment functionality similar to other products.
Otherwise the product would not take off. HMaving two different sets of
customers, EPSCO alse needs to have in mind different demand parameters. On
the one hand EPSCO needs to convince merchant's customers that from among
the range of payment services availabie, they should use a debit card. On the
other hand EPSCO also needs to convince merchants that they should invest in
the payment facility, in order to satisfy the perceived demand from their
customers 1o use the service. Serving the demands of both sets of customers
requires different approaches. Importantly, because EPS is a network product,
there is also a need to take an incremental approach to developing product
growth, by offering incentives to both sets of users, to develop critical mass to
support the economic viability of the network. '

37.From the perspective of persuading merchants' customers to use EPS services,
EPSCO needs to have in mind the fact that consumers can generaily choose to
effect a payment with a merchant by way of a number of different products,
such as cash, cheque, stored value cards, or credit cards. Moreover, from a
customer's perspective, the availability of loyalty and reward programs attached
to card usage ({particulariy credit cards} can have the effect of making the
~marginal cost of using a card, negative. In general, however, it is not criticai for
a customer, in order to make purchases from merchants, to have all forms of
payment options (cash, cheque, stored value card, debit card, or credit cards)
readily avaiiable."

38.in the case of merchants, on the other hand, the degree of necessity in having a
range of payment services available for customers to use, takes on a different
dimension. Merchants could face the prospect of losing a sale if they do not
have a customer's preferred method of payment. For example, some consumers
may not want to carry large amounts of cash, and may not have a credit card'.
By the same token, a merchant might not be able toc compste with other
merchants that have a particular payment facility because of specific attributes
that the system might have over ancther. For example, where the cost of using
one payment system is lower than another, and therefore enables the merchant
to take advantage of lower operating cosis.

H

For example, in 1996 The Congressional Budget Office Study by the Federal Reserve Bank of
Minneapolis "Emerging Flectronic Methods for Making Retafl Payments' Chapter 1, pages 3 - b

paymeant mechanisms among consumers or the value of new payment methods to merchants.
However, for consumers, they have usual concerns on convenience and cost and secwrity and privacy.
For merchants, the new means of exchange have to increase sales, reduce costs, or do both., The
Study also noted that even if a particular payment system is not a merchant's first cheice, if enough
customers want io use it, competitive pressures may force the merchant to invest in it. Apart from
added sales, to attract merchants, the new payment means also had to reduce costs -.

2 For example, a Media Release issued by the Secretariat of Legislative Councillors of the Democratic
Party, dated 21 May 2000 noted that in a.recent consumer survey carried out by the Office of the Hon,
Fred Li Wah Ming, Legislative Council Member, 63.3% of respondents indicated they would be
inconvenienced if the EFSCQO increase in transaction fees caused retailers to dispense with the EPS
service.



39.Appendix 1 lists the different categories of point of sale payment systems that

are available in Hong Kong, with an assessment of their different features.

Credit cards
40 There are similarities between credit cards and debit cards, in that both are part

41

of a ubiguitous network payment system, and can be used for large transactions.
However, a significant difference is that one operates on the basis of credit,
white the othar does not. As noied by the travel agents, using credit cards
incurs a significant cost to merchants, and consumers are aware that in not
using them, but choosing to use cash or a debit card instead, they can negotiate
betier deals. In addition, merchants with a dehit card facility can offer a
competitive price for their particular good or service to consumers using the card,
compared to their competitor merchants who do not have the card facility.

.Moreover, the process of negotiating transaction fees that merchanis have to

pay to a card issuing bank, is significantly different between the two. The fee
for using the EPS service is only negotiable between the merchant and EPSCO
which is a consortium of the banks that offer credit card services. The fee paid
by merchants to card issuing banks for credit cards is negotiable between those
individual banks that also issue debit cards. The Council understands that
transaction fees for credit card usage currently fall between the general range of
2% 1o 4% for most merchants. Fees for credit cards. are theraefore determined to
some extent through the competitive pressures that individual banks are under
when supplying credit card services to merchants. The same competitive
pressures do not apply, however, for debit card services.

Stored value cards -
42 Stored value cards are payment systems that rely on card users transferring a

specific amount of money onio a card that sefs the limit of payment
transactions that can be made. For example Mondex (by HSBC and Hang Seng
Bank) Visa Cash (by Bank of China and Standard Chartered Bank) and Cctopus
Card. The complatnants in this matter were of the view that stored value cards
were not widely used in the retail sector as they are operated within a distinct
closed system and they are tied to either one or a limited number of banks.
Some stored value cards were also targeted for particular services; such as
transport services for Ociopus.

43 A significant feature of these cards is that the amounts available for consumaers

to storse in the cards is limited, and therefore only favoured small transactions;
which did not suit the purposes of the merchants who complained to the
Council. The transaction fees for stored value cards are similar as for the EPS
sarvice. However, the actual cost to merchanis wouid be quite small as the
transactions are limited to the maximum available to be stored.

Defining the relevant market
44 As noted above, the objective of defining a relevant market is to determine the

boundaries within which effective competition cccurs and where market power

10
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46

47

is allegedly being misused. Notwithstanding the assertions of the complainants,.
it can be generally observed that there are different aspects to the various
payment options available to merchants that suggests they are not direct .
substitutes, given the different operational patterns of variocus industries. For
example:

« transaction amounts can be azbove the maximum value available for stored
value cards, particuiarly for high cost items such as electrical eguipment,
furniture and jewellery;

. it can be impractical or inconvenient for customers to use cash, because of
. security reasons;

s chegues can be too risky for merchants, because of the possihility of defauit;
and .

+ credit card transaction fees typically involving a8 2% to 4% charge on the
merchants, would substantially diminish the margins that some merchants
work on. This could be a particular congern in industries where competition
has squeezed margins to very low levels. '

Dehit cards on the other hand do not dispiay the above concerns. Hence,
competitive industries that typically involve large transaction amounts and are
adverse to default risk may prefer debit cards as the payment method. In return,
they may provide discount incentives to consumers. Given the high level of
complaints by certain merchants regarding the EPS service, this could well be
the case in those sectors where the complainants operate. The reason for this
could be that their profit margins were already very low because of strong
competition, and after the discountis offered to consumers using EPS.

In these circumstances it could be assumed that few of them would wish to

shift to other payment methods that might mean a hike in prices or charges, or a
further squeeze in margins, e.g. payments by credit cards. [t has been difficult
for the Council to verify the validity of that reason, which would require very
detailed industrial information and statistics. |t would also require determining
the extent to which different transaction fees have been offered in the market,
who the recipients of those fees are, and the results of any negofiations
between EPSCO and certain merchants. Information of this sort would assist in
ascertaining the full extent of demand elasticity by particular merchants when
faced with a price increase by EPSCO.

.A common method of more rigorously determining the boundaries of a relevant

market, used by competitien authorities in jurisdictions that have competition
laws, is to test the point at which consumers (in this case merchanis) react to
price rises by switching from one service to another'®. it stands to reasen that

YT his approach is commanly called the 'hypothetical monopolist’ test. This test poses the question of
whether a hypothstical supplier of the service in question would be able to apply a small but
signiticant non-transitary increase in price without causing an appreciable movement away from its
service, See for example the Hong Kong Telecommunications Authority’s 'Analysis and Conclusions
on the proposed acguisition of Hong Kang Star Internet Limited by Hong Kong Telecom IMS Limited’
23 Decernber 1998, {Public Yersion} page 16. .

11
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49,

not all consumers will be willing to switch products or find alternatives when
prices are raised, However, in antitrust analysis it is sufficient that enough
customers are willing to make such substitutions to affect the conduct of sellers
in the market.”

As noted, it has been difficult for the Council to verify the extent to which

different transaction fees have been offered in the market, who those recipients
are, and the results of any negotiations between EPSCO and certain merchants.
However, anecdotal evidence by both HKJGA and the TIC was that if their
members could not prevent EPSCO from imposing the new charge, they had few
options but to comply. EPSCO itseff stated that over 90% of affected
merchants had agreed to the new fee structure'®. The general survey of
merchants carried out by the Office of Mrs. Selina Chow, Member of the
Legislative Council, noted that 70% of respondents had signed the new
agreement.'® '

in increasing the rate from $2.00 per transaction to 0.76 % on transaction value,
EPSCO's increase in price was, according to some users, as much as 11 times
the fee under the former charging scate. This is obviously a significant price.
increase for the EPS service. Whether the affected merchants actually "agreed’

" with the increase (as stated by EPSCQ) is a moot point. The fact that EPSCO

was in a position where it could seek such an increase and the end result of its
solicitation was (according to EPSCO) a substantial fulfilment, is in itself the
important fact 1o note when considering, en the demand side, whether EPSCO

has market power. While this fact gives important clues, resolving the issue of

what is the relevant market, and whether there is market power, also rests with
an analysis of the supply side, and the important issue of barriers to entry.

Supply side

50

B1

.There is no other organisation in Hong Kong, other than EPSCO that operates a

ubigquitous electronic payment system at point of sale where customers® bank
deposits are debited directly from their bank accounts to those of a merchant.
EPSCO stated to the Council that although it is currentiy the only supplier of a
debit card payment system, it believes the EPSCO infrastructure couid be
duplicated. EPSCO pointed to the fact that the technology it employs is readily
available in the market.

.However, while in theory the remaining banks that are not in EPSCO could start

their own payment system, this is unlikely for a number of critical reasons; none
of which are related to the availahility of technology.

Network effect
52.While a certain degree of market power is necessary for a network to emerge,

once a network is well established it might be difficuit for another network to be

4 Shenefield John H. Stelzer Irwin M. "The Antitrust Laws - A Primer’ The AEl Press, Washington USA,
1998, page 30.

® Op Cit, EPSCO Media Release

18 Op Cit. Office of Mrs. Selina Chow Media Release 1 June 2000.
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54,

created, to generate effective competition, because of a barrier to entry

commonly termed the 'network effect’’’. in terms of network payment systems,
this refers to the situation where the incumbent holds two distinct advantages.

First, customers faced with a choice will usuailly prefer to use the larger more
established network, other things being equal. Second, many end users will

already own or use equipment or cards connected to the existing network and
the cost of changing to a new system could outweigh any vet to be tested

benefits. Cards of established networks gain value as more retail outlets join the

established scheme, as do retailers in relation to growing numbers of customers

holding cards belonging to the scheme.

Establishing a network also incurs substantial initial costs that act as barriers to
entry. There are fixed costs, e.g. the capital costs incurred in establishing an
gisctronic network and IT processing systems. There are also promotional and
developmental costs involved through attracting both merchants and their
customers to use the network. This can result in a period of negative returns at
the ouiset in order io develop the neiwork by building a critical mass of
cusiomers and merchanis, with the intention of reaping the benefits of
incumbency in the future. To compete, a new antrant has two cheices. [t must
gither make a risky investment to replicate the benefits of the existing network,
and attempt to take merchants and their customers away from that network, or
it can gain access as an additional party to the eX!stmg installed base of
infrastructure.

In effect, it appears to the Council that this is what the potential entrants in
Hong Kong have done. Rather than engage in the costly and risky endeavour of
competing with each other in the provision of a debit card network service, the
potential compstitors have joined together to form one debit card network
payment system. Such a co-operative arrangement between competitors, who
are fixing prices {merchants' fransaction fees) bstween each other, raises s
concern that the aggregation will result in the creation of substaniial market
powser, This concern is increased when it is recognised that the same entities
that make up EPSCQO, and agree on the price for its services to merchants, have
commercial interests, to varying degrees, across the range of other payment
systems avaitable in Hong Kong (see Appendix 1}. The same payment systems
that the EPSCO members claim are direct competitive substitutes for the EPSCO
product.

Market power

55

At is commonly understood that a firm will not normally be able to exercise

market power if it is subject to strong and effeciive competition from actuai or
potential rivals. The discipline of a competitive market means that it would not
be possible for a firm to raise its prices unilaterally without a significant ioss of

" Cfuickshank_ D, 'Report to the Chancellor of the Exchequer - Competition in UK Banking', March
2000 pages 64 - Bh.
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57

58.

59.

business'®. Moreover, it would need to keep its unit costs no higher than its
competitors’ and ensure that the quality of its service is at least equal to theirs if
it is to survive in the longer term.

Af EPSCO is facing direct competition from other payment systems in setting its

transaction fees for merchants, it needs to-have regard 1o the actual and
potential competition that exists for its product from other service providers.
Moreover, if the EPSCO service is indeed facing competition, in the usual sense
of the word, it can be assumed that those offering the competing service would
be attempting to take market share away from EPSCO’'s service and vice versa.
For exampie, at the very least, because the cost of the service would be a major

‘factor for merchants, it would be expectied that the price for the EPS service

shouid not be higher than that for competing services. By the same token if
EPSCO was competing with other payment service providers, it would be
expected, in order to maximise its return, to take advantage of any lower
operating costs. it has for its service, {in comparison to the best price that its
competitors could offer) in order to take market share away from those
competitors.

It is relevant, therefore, in assessing whether EPSCC's alleged market power, to

ascertain what actually has driven, and continues to drive the pricing decisions
of EPS.

In comparison with credit cards, the EPS percentage rate transaction fee of
0.75% is considerably lower than the 2% to 4% charged by credit card
companies. In terms of cost therefore, it seems highly uniikely that merchants
would readily switch between credit cards and debit cards. Further, if credit
cards are actuaily direct substitutes for, and compete with debit cards, as
claimed by EPSCO, its strategy lacks a clear commearcial logic.

First, it seems unlikely that the consortium of banks who are financing EPSCO's
operation would combing with their banking competitors to form an entity to
directly compete against their own credit card services; i.e. Visa and
Mastercard'®. Second, if it is true that credit cards face a competitive discipline
from a much cheaper service (i.e. EPSCO's payment service offering a 0.756%
merchant transaction fee compared to 2% to 4% merchant transaction fes)
credit cards could not be expected o remain viabie at that price point. To
remain viable, using price .as a determinant, and accepting for the moment the
theoretical proposition that merchants will readily switch between having one
card or the other, the credit card service would have to lower its transaction
fees closer to that of EPS.

"8 This approach to the definition of market power is equivalent to the definition of "dominant™ found
in the sector specific competition law provisions found in the Hong Kong Telecommunication
{Amendment) Bill 1999 s.7L {3} and the Broadoasting Bill s.14(3).

'8 Ag far as the Council is aware, member banks of EPSCO are also member banks of the two credit
card associations of banks, Visa and Mastercard. For example, out of the twenty member ‘banks of
Mastercard, 15 are also merbers of EPSCO (including HSBC, Standard Chartered and Bank of China).

14



60

61

62.

63

64.

.By the same token, if debit card services were in direct competition with credit

card services, it would be logical for a debit card service provider, t0 maximise
its return on investment, to charge for its services at or siightly below the
charges used by its compstitors. In the absence of such pricing parity between
debit cards and credit cards, there is a strong assumption o be drawn that in
setting the transaction fee for debit cards, the banis operating the EPS service
perceived littie or no cross elasticity of demand by merchants, between a debit
card facility and a credit card facility, when merchants consider what retail
payments systems they should invest in for their customers’ use.

.In correspondence with the Council, EPSCO stated that its percentage charge

has remained unchanged since the mid 1980s {when EPSCO first began its
operations} and that only a small number of merchants had been paying a flat
fee of HK$2 per transaction; for various historical reasons. EPSCO stated that
this fee did not cover costs and was loss making. !t further stated that it had
been subsidising the merchants paying a flat fee and effectively cross
subsidising them at the expense of their competitors. EPSCO's stated intention
behind the recent change to the fee structure was aimed at "simply bringing
these into line with all merchants and their psers within the retail industry"*°.

As noted in the survey carried out by the Office of Mrs. Selina Chow, 70% of
respondents in the furniture, cosmetics, electrical appliances and computer
industry indicated that they had signed the new agreement with the 0.756%
transaction fee, but only 22.7% accepted the new fee. The fact that EPSCO is
in @ position where jt can unilaterally impese a substantial fee increase simply in
furtherance of a policy to bring fees in line with peers, is a strong indicaticn that
it is not facing the discipiine of a competitive market. .

.The members of EPSCOC are banks that, as far as the Council is aware, compete

with each other across a range of various other financial services to consumers?'
However, in negotiating the fee that a merchant is required to pay for using the
EPS service, banks do not compete with each other by offering competing fees
to attract merchants. The banks agree amongst each other, through the vehicle
of EPSCO, on the terms and conditions that their merchant customers are
required to pay.

There were, and apparently stili are some merchants that are able to negotiate a
fes different to the 0.75% standard currently set by EPSCO. However, the
Council believes that the ability for some merchants to negotiate a rate lower
than that offered to oihers does not emanate from the exisience of choices
presently available in other competitive payment services. Neither does it
emanate from the potential threat of entry from other debit card payment
systemns that would be encouraged to enter the market incompetition with
EPSCO if it were to charge higher fees. The ability to negotiate a rate lower

20 | otter to Consumer Council from EPSCO dated 30 May 2000,

1 An exception would be the publicly acknowledged agreement concerning interest rates by Hong
_Kong banks, i.e. the 'Interest Rate Rule’ applying to Savings and Theque accounts; due to be
fibaraiized an 1 July 2001.
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than the ‘standard' 0.75% arises from the countervailing bargaining power
enjoyed by a minority of merchants. This comes about because EPSCO needs
the exposure for its system that particular merchants such as retail chains for
example couid provide, in order to fully expioit the network effects of its
incumbency which it has developed over the years of its operation. The
application of a substantial increase in transaction fees to be paid by the
complainants, who have now reached the state where their need for the EPSCO
service is important for them to operate competitively, is a demonsiration of
how the banks that have formed EPSCO can exploit that incumbency.

Collective boycott

65.

€6

67

68.

in the course of finalising this report, collective boycotts of the EPS system
were organised and planned by some merchants, as a protest against the
increases in transaction fees, and a general dissatisfaction against the use of
percentage based fees. The Council is unaware whether the action has secured
any change for some merchants on the transaction fee. However, there are a -
number of points that can be made in relation to the boycotts.

.The use of collective action by merchants in putting forward a defensive

demand ifc EPSCO seems at first glance fc be a reasonable reaction to the
collective demand that EPSCO's members have put to them. After all, the
EPSCO member banks have joined together in one entity, and comhined their
bargaining power, rather than compete with each other individually for the
patrenage of merchants. The coliective action, and the use of alternatives to
debit cards, may well result in a better deal for those merchants who can
organise such a mohilisation. '

.However, the effect of EPSCO's conduct is felt throughout many businesses in

the Hong Kong retail sector, not just computer retailers and travel agents.
Merchants who might not have the ability to arrange a collective boycott of EPS
services would therefore be at a disadvantage. Accordingly, the costs to
merchanis in those sectors, which would presumably be higher than those-
charged to collective groups who can secure better deals, wiil inevitably be
passed on in higher prices to consumers, than would have otherwise been the
case.

Joint wventures betwesn co-operative buying groups, or sellers, where
participants can take advantage of econcmies of scope and scale can provide
benefits to the economy. However, it is not in the interests of economic
efficiency that in order to negotiate optimal purchase prices, all buyers in the
gconomy must join together into collective groups and engage in a primary
boycott to counteract the market power of a. collective group of competitor
suppliers. In a market economy, the means by which optimal supply prices are
achieved is ideally through the interplay of competitive forces by market
participants negotiating on the strengths of their relative economic efficiencies.
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OVERSEAS EXPERIENCE

69.

Network payment systems, similar to EPS, exist overseas and are under the
scrutiny of competition authorities and other regulatory bodies becatse they are
agreements betwesen competitors and therefore give rise io substantial market
power. Noied below are brief descriptions of how similar payment systems are
regulated in a number of jurisdictions.

United States

70.

71

72.

In the United States, the Sherman Act provides federal legislation reguiating the
operations of corporate trusts and moncopoly abuse. There is also various State
antitrust legislation. The Sherman Act declares illegal “every contract,
combination in the form of trust or otherwise, or conspiracy, in restraint of trade
or commerce among the several States, or with foreign nations.” The Act has
been amendad by several subsequent epaciments, including the Clayton Act.
These antitrust laws set a legisiative framework to address coliective price fixing
and collusive agreements.

.There are two recent court cases under this legisiation, of which the Council is

aware, that relate to allegations of misuse of market power in the supply of
network payment systems. In 1996, Judge John Glesson, ruling in a private
action brought under the Sherman Act, certified a class of about 4 million
retailers in the US including Wal-Mart, who claimed that Visa and MasterCard
conspired to charge 'extortionate’ interchange fees for off-line point-of-sale debit
cards. Judge Gleeson noted that "in order to protect their positions in the
growing market for debit payments, Visa and MasterCard set out to eliminate
the competiticn offered by the cheaper, faster, safer on line POS debit
networks."?

In May 2000, the US Department of Justice sought court orders under the
Sherman Act in relation to an aliegation that Visa and MasterCard controlied the
US credit card market by geing easy on each other and by delaying innovations
so that neither company acquired an advantage.®® in its opening statements the
Department of Justice alleged that the two credit card networks conspired to
stifle competition by rival cards, American Express and Discover. Ordears have
been sought to abolish the rule imposed by Visa and MasterCard on its 6, OOO
member banics that bars them from issuing most other cards.

Canada

73.

in Canada, the Competition Act governs the operation of agresments between
competitors. An example of how competition law in Canada works in
addressing issues of market power in netwark payment systems can be found in
an action taken by the Canadian compsetition authority against major Canadian
financial intermeadiaries in March 1996 in which consent orders were obtained

22

Case details can be found at http:/fwww . lawnewsnetwork.com/prac...ratelaw/news/A16887-

2000Feh23 himt for details.
# Case details can be found at http://ww usdoj.gov/atrjcases/indexh7.him.
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74

75.In addition to oversight by the competition authority, it is currently proposed

from the respondents®. In that case the authority alleged that the financial
intermediariess who were membars of a consortium known as the Tinterac
Association’, that administered a network payment system, had engaged in anti-
competitive conduct. The successfully challenged conduct was a refusal to
provide access 1o the Interac network by certain other financial intermediaries.
The allegation was that the refusal had the effect of substantially lessening
competition in the market for the supply of network services required for a
financial intermediary to provide a consumer with on-line electronic access 1o an
account held by the financial institution from which funds are payable on
demand by the consumer, at either an automated teller machine or point of sale
terminal. :

.One of the consent orders obtained by the competition autherity required that

interac's revenue shall be derived entirely from a "switch fee'. The swiich fee is
the fee paid by each member of the network to the other network member on a
'per message' (i.e. fransaction) basis and calculated to recover the sum of:

s the costs Interac incurs to deliver the services; and
e the costs incurred by Interac in the develepment of the network (the
guantum of which was specified in the orders.

As for merchant transaction fees, the Council understands that Interac itself
does not set transaction fees for merchants, but fees can be negotiated
individually with banks, in a bundled arrangement with credit card fees. For
example, a fee package negotiated by the Retail Council of Canada with
Scotiabank offers merchant members a package deal 1.7% to 2.25%
percentage based credit card fees (termed 'discount rates’} and a flat 10 cents
Canadian for point of sale debit card transactions.”

that the Board of Canadian Payments Association (CPA)} will alsc have a role to
overseg the operation of Canadian network- payments systems. The
Government reguires that the CPA contain five banks, six non bank users, three
independent members and the central bank. The CPA also has a stakeholder
advisory council. The Canadian Ministry of Finance must approve CPA rules.
within 30 days and has the authority to designate payment sysiems for
oversight. In effect, this gives the Ministry of Finance the power to direct a
payment system to change any by-law, rules or practices which the Minister
deems to be against the public interest. '

Australia

76.

in Australia, prohibitions under the Trade Practices Act exist against anti-
competitive agreements between competitors. The governance of the
Australian network payments system is undertaken by a company, the

2 rapplication by the Director of Investigation and Research under sections 79 and 100 of the
Competition Act, R.5.C. 1985, ¢. C-34'
2 Saee hitp:/fwww .retaillcouncil.org/membership/benefit] .asp
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78,

79

shareholders of which are a consortium of banks and other financial
intermediaries, called the Australian Payments Clearing Association Ltd {APCA).
Because the company is a consortium of competitors in the finance industry, its
operations are subject to oversight by the Austraiian Competition and Consumer
Commission (ACCC) which administers the Trade Practices Act. There i3 also a
Government agency, the Payment Systems Board of the Reserve Bank (the
Australian central bank) which plays an oversight role.

APCA's function is to oversee the clearing and settlement of finance

transactions in Australia and to facilitate agreement between members on the
means by which payment transfers can take place. Under the APCA rules for
debit card transactions, merchants negotiate the terms and conditions for
accepting debit cards bilaterally with individual banks, in an ostensibly
competitive environment within APCA, to obtain a favourable rate. This is
because APCA is prevented by Australian competition laws, that prohibit price
fixing between competitors, from imposing standard fees on merchants. Where
transaction fees are paid by merchants for accepting debit cards issued by

_APCA members, they are almost always all 'flat fees’ i.e, there are very few

percentage transaction fees paid by retailers. For a number of large merchants,
such as retail chains, APCA members pay those merchants to use the payment
system, rather than the reverse.

The means by which competiticn is used io determine the level of fees between
merchants and banks, rests on the premise that a debit card issuing bank
competes in the first instance for depositers. Once a depositor has an account
he/she is issued with a debit card and the assumption is that in order to use the
card, the account will be kept at a reasonably high levetl in order to he used for
point of sale transactions with a merchant. When a transaction is made by the
customer, the card issuer bank has to. transfer the sale amount inio the
merchant's bank account, which couid be ancther bank. in this case, under the
Austratian system (which apparently differs to other countries) the card issuer
bank pays a fiat rate ‘interchange' fee to the merchant’s bank; for example
twenty cents. The merchant's bank (termed the merchant acquirer bank) then
gither pays the merchant a percentage of that 20 cent interchange fee, or the
merchant has to pay the merchant acquirer bank a previously negotiated flat rate
transaction -fee.

.The reason why some merchants might be paid a percentage of the interchange

fee while others have to pay a transaction fee is that there is an incentive for
merchant acquirer banks to have merchants with large transaction velumes as
their customers. This is because merchant acquirer banks rsceive an
interchange fee for each transaction made at their merchant customers. Having
a small merchant as a customer, with lower volumes, is not as valuable, as
having a large merchant with large volumes, and therefore the smaller
merchants' bargaining power is weaker. In their case, the rationale is that they
will pay for the benefit of having debit card transaction facilities on their
premises in order to attract customers.
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80.A question arises however, as to the basis for calculating the gquantum of the
interchange fee. Under the Australian system, this is negotiated bitaterally
between banks and would vary between different banks. Part of the guantum
of the interchange fee is derived from the cost of investment in developing the
network. There is bargaining power between those banks with a large merchant
and depositor customer base {and  the revenues that can accrue from
transactions) that can also play a part in determining the interchange fee
between banks. However, in the open network system there is also a disparity
in bargaining power between large established banks that are part of the system,
and smaller banks. For example, a merchant acquirer bank that has a customer
base of large merchants would be in a better position to negotiate a higher
interchange fee with a new entrant, than another established bank member that
has a smailer base.of merchants and depositors®®.

81.Bocause APCA is a co-operative arrangement between compstitors {competing
with each other for the custom of merchants) and even though they do not
explicitly agree on interchange fees, they are still at risk of breaching
competition law. This is because the various agreements between the
shareholders on terms and conditions that govern the conduct of members
affect services that could be provided competitively, and the means by which
the interchange fees are set, raise competition concerns. APCA has,
accordingly, sought exemption?”’ from certain prohibitions in Australian
competition law through a legislated authorisation process, which exempts
conduct; but only where there are demonstrated public benefits that outweigh
the anti-competitive detriments.”

82.The ACCC, which administers Australian competition law, and the authcrisation
process, thergfore has the ability to scrutinise the rules of the APCA payment
schemss and require appropriate changes to protect competition in the market
and consumer interests.

The United Kingdom

83.in the UK, competition laws have only recently undergone changes to improve
their effectiveness. Anti-competitive agreements are now governed by the
Competition Act. There are network payment schemes for credit and debit
cards that were put in place some years ago before the Competition Act came
into being. The schemes are run by the Asscciation for Payment Clearing

2 {nder the Australian network payment system, the payment of interchange fees for credit cards is
actually the reverse of payments for debit card transactions. With credit cards, the merchant acquirer
bank pays the card issuer bank an interchange fee when a card issuer hank's customer uses its card.

277 ppplications for Autharization to the Australian Compstition and Consumer Commission A30176,
A30177, AS0B20.

?® The Australian authorization process is similar to the exemptions process that the Consumer Council
recommended as forming part of a general competition law framework in its report "Competition Policy:
The Key to Hong Kong's Futwe Economic Sucoess’, November 1938, page 77. See also Book One:
Part 1X-Sectorial Application of E.C. Compstition Rules, Claused0 - 43 which set rules for exemption
procedures for Multilateral interchange Fess. The Rules note: "Where there Is limited or no inter-
system competition, a multiiateral interchange fee will normatly be considered to have the effect of
restricting competition to an appreciable extent, and thus to fall within the prohibition of Article 85{1).
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Services (APCS} as a form of industry self regulation,

84.A recent report to the Chancellor of the Exchequer entitled 'Competition in UK

85

8¢

Banking' noted that there were

"...profound competition problems and inefficiencies in the market for money
transmission services. Some of thesa probiems will be only too familiar to bank
customers: slow clearing cycles for chegues and automated payments, and high charges
for cash withdrawals. Others are less evident, but just as important: for example the
three quarters of a billion pounds of interchange fees paid in the UK each year, and the
way in which full participation in payment schemes is nearly always restricted to banks.
"Many of these problems can be traced back to the structure of the UK payment
systems market which consists of a series of unregulated networks, mostly controlied
by the same fevw large banks who in turn dominate the markets for services to smait and
medium enterprises and personal customers."?*

.Transaction fees and interchange fees for debit cards, and credit cards, are all

percentage based. . The report noted that default fees (termed tariffs in the
report) are set where a card issuer and a merchant cannot agree on a price.
Cost studies were carried out to determine the rate to be charged, and the
details of the studies were kept secret from non members and not disclosed.
The report stated the defauit rates were extremely influential in determining the
actual rates charged betwsen members, and it was estimated that over 90 per
cent of interchange payments by UK merchant acquirers for credit and debit
card transactions were charged at defauit rates. In this regard, the report noted
that: '

"Setting interchange fees is generally closer to a regulatory than a competitive model.
But differences exist even here. First and most importantly, the interchange price is set
collectively by suppliers rather than by an independent government body and self
regulation is not rencwned for being tough on participant firms. Second, the customers
of the service (in this case retailers) have fewer rights than with formal economic
regulation. Price setting is not transparent and there is no right of appeal over
disagreements."*

.The report concluded that the existing framework of competition law in the UK

was not sufficient to deal with network industries such as payment systems and
stated that there was "an overwhelming case for robust and decisive
government intervention in these markets™. Accordingly, it recommended that
the Government set up a payment systems commission - PayCom - a new
regulator with strong powers to deliver competitive outcomes in the network
payment market.”’ It was recommended that PayCom should be vested with
powers to administer payment systems, and the regulatory environment should
have the foliowing features:

. Participati'on in the payment systems shouid be a licensed activity.

2 Op Cit. 'Competition in UK Banking” page xv.
T Op Cit. "Competition in UK Banking' page 78.
¥ Op Cit. 'Competition in UK Banking' page xvi
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» All participants in the payment system should be subject to a class license.

s The controlling body shouid be granted effective powers to monitor
compliance with the class license and impose sanciions.

e« There shouid be a process of appeal to decisions of the controlling body.

The Government would have the role of putting in place license conditions to secure
the following cutcomes:

= price transparency;

=  good governance;

e non discriminatory access;

e efficient wholesale pricing; and
» fair trading.

THE COUNCIL'S VIEW

87.The Council appreciates that in launching any network that employs new

technologies, co-operative arrangements among potential competitors may- be
necessary to provide incentives for risky investments and promoting efficiencies.
Such efficiencies can be achieved through setting network software and
hardware standards and agreeing on common procedures. However, a balance
needs to be achieved in setiing an appropriate level of standardisation and
allowing for an appropriate ievel of rivalry between competitors, in order to
maximise competition across the three dimensions of price, product, and
performance characteristics. Morsover, it is also important to ensure that the
market power that may emanate from the development of a new technological
product, and from an aggregation of competitors, is kept in check, and is not
exploited. '

Competition in the relevant market :
88.EPSCO believes it faces competition from two main sources. Existing card

88

schemes such as credit cards services, and potential entrants who may develop
their own debit card schemes. The Council does not consider these to be viable
sources of existing or potential competition in the relevant market. The relevant
market in this matter is considered by the Council to be the market for the
supply of debit card netwerk payment services to merchants.

Anformation provided to the Council, indicated that a significant number of

jewellers, goidsmiths, travel agents, and computer retailers, in addition to
retailers of furniture, cosmetics and electrical appliances generally feit they had
little choice but to accept the price increase, so as to maintain the service for
their customers. EPSCO itself noted that a significant number of merchants had
‘agreed’ 1o the increase in the $2.00 flat fee. The fact that EPSCO can demand
a significant price increase from merchants for using the EPS service is a strong
indication that it is not facing the discipline of a competitive market in setting
the fee. From the supply side, the Councii has strong doubts that there is much
likelihood of a viable competitor emerging to provide a separate debit card
network payment system to compete against the major banks that are in the
EPSCO consortium. Experience from overseas indicates that the incumbency of
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an established network payment system is a substantial hurdle for new entrants
to overcome. Accordingly, the Council believes that EPSCO was in a position of
substantial market power when it changed the terms and conditions in merchant
agreements, to increase the transaction fee paid by merchants, and continues to
have that market power.

90.The means by which costs are determined and fees are set batween a service
provider in the position of EPSCO, and a purchaser of its services, should not be
simply taken on trust. Economic efficiency cannot be enhanced when an entity
with substantial market power, derived from an aggregation of competitors, is
able to extract the returns it deems fit.

Recovering costs and consumer welfare

91.EPSCO states that there have been increases in costs, and that because the
system is not profitable, fees need to be increased and set at & percentage level.
The complainants on the other hand are of the opinion that economies of scale,
through increased use of the payment system since its inception, can be
presumed to make the costs of operation come down. They also query why
they cannot negotiate transaction fees between the individual banks that have
formed EPSCO, unlike the situation with credit cards, where fees are negotiated
and, on the face of it, are subject to competiticn between banks for the custom
of merchants.

92.High transaction fees raise the cost to merchants of card based payments which
can reduce the acceptance of particular payment methods. If transaction fees
are kept low, credit and debit cards are likely to be accepted in a wider range of
retail outlets {such as smaller retailers} or in more non retail contexts (such as
for paying bills). Lower merchant fees for debit cards in particular could
promote the use of this more efficient method of effecting payments in the
economy; as compared to cash, cheque, and credit card.

Debit cards/Currency

93.An important issue when considering impediments to the use of electronic
network payment systems, is the cost to the community that arises from a
failure to fully utilise these technological advances. The alternative to network
(or online) payment systems is currency. Currency is akin o non-interest
bearing deposit assets held by the community. The counterpart liability is an
interest free borrowing by the currency issuing banks. Holding currency is
therefore unprofitable for consumers, and the interest earnings 'lost’ by them
can be substantial, especially when interest rates are high™.

Inflationary effects

94 High fransaction fees can also have an inflationary effect on retail prices, as
retailers pass on the costs to customers. This can in turn lead to a reduction in
output and economic welfare. There is a strong assumption to be drawn that if
card issuers agree amongst each other on the way in which they should recover

32 See for example "Australian Retail Payments System -- Some Unresolved Issues™ April 1898
circulated by Peter Mair (pmair@ezy.net.au}
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96.

costs for a payment systam, that ultimately benefits their commercial interests,
this will weaksn the incentive for card issuers t¢ cut costs through greater
efficiency. Inflated transaction fees protect inefficient suppliers from the full
force of competition. '

.The Council agrees in principle with the position of the complainants in this

matter. in the absence of any audifed information on the costs of EPSCO's
operation there is little reason to believe that economies of scale, through
increased use of the payment system since its inception, have not made the
costs of operation come down.

Moreover, of particular interest in examining the costs of EPSCO's operation
would be ‘interchange fees' that the Council understands are paid between
banks in debit and credit card transactions for making transfers to and from
accounts. These fees would eventually be passed on to consumers in higher
prices due to their calculation as part of transaction fees paid by merchants, and
their corresponding costs. Such fees have been described in the United States

as "the banking industry’s billion doilar secret™,®

Percentage based fees

97.

98.

Complaints have bsen made regarding the concept of percentage based fees,
and whether they are necessary to fund cost recovery for a service that is little
different to an automated tetler machine. While the cost of providing credit card
sarvices to merchants can involve variable costs that reflect the cost of credit
and therefore may need to be reflected through a percentage of the transaction,
this is not the case with debit card transactions.

Moreover, as EPSCD have noted, some merchants have negotiated percentage
based fees lower than 0.75%, based on the volume of transactions that the
merchant processes. The Council also understands from information provided
by merchants, that some merchants other than those who had the $2.00 flat
fee, have been allowed to negotiate fiat rate monthly fees. This indicates that a
primary variable in determining the cost to EPSCO of providing the service is not
the amount of the transaction, but the volume of transactions. In these.
circumstances, those merchants who might be concerned that flat per
transaction fees would absorb the low margin on transactions of a small amount,
and would therefore prefer percentage transaction fees, could be satisfied with
flat rate monthiy fees. In any event, the dilemma that arises from thsse
circumstances can bs traced to the lack of competitive choices available to
merchants when dealing with EPSCO. ' '

Competitive pressure

9%

.There is no publicly transparent way in which the claims of EPSCO, as to

increased costs and the need for percentage hased fees, can be verified.
Moreover, the aggregation of major Hong Kong banks into the cne single debit
card network supplier, has denied merchants the opportunity to take advantage

¥ 3avid A Balte 'The Problem of Interchange Fees: Costs without Benefits” E.C.L.R. 21 (lssue 4} April
2000 page 2186.
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of the rivalry that would be expected to arise between those banks, for the
competitive supply of debit card services to merchants. This aggregation has
resuifed in a situation where EPSCO does not face pressure from other existing
or potential competitors in the price levels that it sets for the supply of debit
card network services to merchants. Because the mamber banks of EPSCO
have agreed not to compete with each other on debit card transaction fee levels
for merchants, and because they are also involved to varying degrees in the
supply of other payment options, there is little opportunity for compeiition 1o
play its part in: :

* dstermining appropriate fee levels; and
+ offering choices as to fee calcuiation.

100.1t can be seen from the experience of Australia for example, that flat fees for
dehit cards are an acceptable means of cost recovery. In fact, as reporied in the
Australian case, in which there is compeiition between network members on
debit card transaction fess paid by merchants {which can be either percentage
based or flat fee), some large merchants are paid to accept debit cards.

101.The Council is aware that the current dispute between merchants and EPSCO
may be resolved to some extent, particularly between certain groups of
merchants using the threat of boycott. Certain large merchants might also be
able to negotiate transaction fees with EPSCO that are acceptable to them. In
fact, it appears from anecdotal evidence that some large merchants had been
abie to negotiate acceptable transaction fees other than the 0.7% percentage
hased fees before this dispute arose. '

102.There might also be a resolution, as far as certain merchants are concerned, that
plays on the fact that there is competition between banks on the supply of credit
card services to merchants. In these circumstances, certain merchants might be
able to negotiate credit card transaction fee levels to a ievel that reduces the
pricing parity imbatance between credit and debit card transaction fees. As time
progresses, the manner in which debit card services and credit card services are
supplied to merchants might also be combined. Insofar as this would benefit
consumer wslfare, the trend towards resolution, using competitive mechanisms,
would be welcomed.

103.However, whether the full extent of a competitive market in the provision of
these services will emerge depends largely on faith in the workings of the market.
The extent to which the market will find a competitive solution rests on the
basic premise that inherent rivairy between market participants to take away
markset share, will as a matter of course ensure that goods and services will be
supplied at a competitive market standard.

104 _Nevertheless, the imperative of self preservation between market participants, in

the face of the downward pressure on profits that is the inevitable conseguence
of strong competition, cannot be ignored. This self preservation can result in
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market conduct, such as agreements between competitors, to limit the damage
to profits that competition can bring about. The case books of competition
authorities in similar advanced economies that have competition iaws reflect that
this imperative is very strong, sven in the face of substantial penalties that
attempt to reduce the prevalence of that behaviour. In the absence of such laws
in Hong Kong, or some oversight, there is no certainty that faith in the market by
itself will lead to optimal economic efficiency.

105.The Council considers that as 2 matter of principle, competition between service
providers should be utilised as much as possible to determine an appropriate
ievel for fees in payment networks and to offer competitive choices. Competition
should be allowed, where possible, to play its part in achieving the obiective of
enhancing economic efficiency in the provision of network payment systems.
This view reflects the Hong Kong Government's commitment to using
competition as a means of achieving the objective of economic efficiency as
noted in its May 1898 Statement on Competition Policy *

The need for industry co-operation

106.While the competitive process should be promoted and utilised, it is also ciear
from the nature of network payment systems, that co-operation is required to
some extent between competing service providers on how the natwork payment
systems are to be operated. The implications of this for economic efficiency
have been addressed in other jurisdictions through the application of competition
laws and oversight of a legislated exemption procedure {as in Australia) or with
reference to a 'rule of reason’ (as is the case in the USA)*®. In some cases
direct government involvement also exists in the way the systems are
administered: as in the case of Australia, and proposed for Canada and the UK.

107.There are no competition laws of general application, and neither is there a
legislated exemption procedure for parties potentially in breach of those laws in
Hong Kong. Such a law and procedure was in fact recommended by the Council
in its 1996 Report ‘Competition Policy - The Key to Hong Kong's Future
Economic Success’™. |f there were such a law, and a transparent exemption
process, a mechanism would exist where an industry self regulatory body would
be required to seek exemption from collusive conduct laws but only if the body
could demonsirate that there is a public benefit that outweighs any anti-
competitive detriment. In those circumstances an industry seif regulatory body
could be entrusted with administering an industry wide payment network system
with regard to the interests of not only the finance sector, but the wider public
interests of the retail sector and consumers.

3 Hong Keng Government Statement an Competition Policy May 1338, Paragraph 2. _

% Op Cit. 'The Antitrust Laws - A Primer’. "Where arrangements with competitors in pursuit of some
valid objective, designed not to fix or stabilise prices directly, but nevertheless still has that incidental
effect, the antitrust courts are willing to listen to the defence and to apply the rule of reason to the
svidence they hear”. Page 46. .

3 Consumer Council - "Competition Polley: The Key to Hong Kong's Future Economic Success’. Page
77. :
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COUNCIL RECOMMENDATION

108 .While this matter was initially brought to the attention of the Council by a
particular group of merchants who were aggrieved at a substantial ingrease .in
their transaction fees, the issug at stake goes further than the interests of one
particular group of merchants. The actions of EPSCO indicate that it does not
face pressure from existing or potential competitors in setting pricing levels for
the supply of debit card network services to merchants. While the complainants
were aggrieved at a substantial increase in their transaction fees, questions arise
as io the 'standard' fee set by EPSCO of around 0.75% and whether it is
reasonabie. Fees set by EPSCO's member banks will eventually find their way
into retail prices for goods and services and will be borne by consumers.

Recommendation T: There should be competition between network members.

109.As noted above, the Council considers that as a matter of principie, competition
between service providers should be utilised as much as possible o exert
pressure on fees in payment networks and to offer competitive choices to
merchants. Accordingly, it considers that if merchants are to be charged
network transaction fees, EPSCQ's rules should aliow for member banks to
compete with each other on the guantum of merchant transaction fees and the
method by which the fees can be calculated.

Recommendation 2: There is a need for transparency and accountability.

110.Given the strong indication of market power through the aggregation of
competitors in the- provision of the EPS network payment system, and in the
absence of legislative safeguards 1o counter that power {by way of general or
finance sector competition law} the Council considers there should be an
appropriate degree of accountability in the operation of the debit card network
payment system operated by EPSCO. In view of the importance of having
efficient online network payment systems to the economy, and Hong Kong's
ambitions to fully embrace innovative electronic information technology,
consideration should also be given to providing a similar degree of accountability
for other network payment systems.

111.The issues that need to be addressed to ensure accountability are:

s transparency as to the costs of operation for the systems; and
» representation of the interests of stakeholders (financial institutions,
merchants, consumers and government) in the decision making processes
that contrel the development and operation of the systems.

112.Competition between network members may introduce a certain degree of
accountability. However, that fact alone would not address the important issue
of transparency. !n the absence of general competition laws, which is the
Council's first preference, a code of practice developed by network members
with government support and oversight, would seem to be an appropriate mode|
1o consider. '
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Government response .

113.During the course of preparing this report, the Council held discussions with the
Hong Kong Monetary Authority (HKMA) and provided a preliminary draft for its
consideration.” The Council made clear to the HKMA the limitations of the data
and information that it had been able to obtain for its study. The HKMA
subsequently announced on 1 August 2000 that it would conduct a
comprehensive review of retail payment services in Hong Kong. Among the
terms of reference for the review was that the HKMA would "consider the
degree of competition that exists in the provision of retail payment services and
to assess whether any deficiencies in compstition that are identified operate
significantly against the public interest™. The Council welcomes the HKMA's
initiative and trusts this report will assist it in its task. o

Consumer Council
18 August 2000
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Consumer Council
Executive Summary'
Report on complaints against the 'Easy Pay System’

The Consumer Council has conducted inquiries into a complaint by certain
merchants in Hong Keng, concerning the transaction fee that merchants have to |
pay in using the debit card network payment system known as 'Easy Pay -
System' (EPS), which is provided by the Electronic Payment Services Company
{Hoeng Kong) Limited (EPSCO).

. The compiainants alleged that EPSCO is a 'moncpoly" service provider and is
taking advantage of its market power to levy unreasonabie transaction charges
from the complainants for using the EPS system. The complaints have two
dimensions. First, some complainants had originally negotiated a flat fee of
-$2.00 per transaction regardiess of the amount, and EPSCQO had moved to
change that to a percentage based fee up t0 0.75% calculated on the amount of
the transaction. Second, there were complaints generally by merchants
regarding the use by EPSCO of percentage based transaction fees rather than
flat fees. '

Hong Kong is a market economy. The process of competition is the means by
which the objectives of economic efficiency and the free flow of trade are to be
achieved. The intention behind the Council's report in this matter is not to
consider the guantum of what a reasonable transaction fee shouid be, as the
Council does not have access to commerciaily sensitive information and
comprehensive data to do so. Its intention is to consider, on the basis of prima
facie evidence provided to the Council by the comgplainants and EPSCO, two
issues: whether there has been a lack of competition arising from market failure
in the delivery of debit card network payment services to merchants; and what
are the implications for the economy and uitimate consumer welfare. in effect,
the merchants are the 'intermediate consumers' in this matter and the issue is
whether they have viable competitive choices available to them. The Councii's
report consclidates the limited information that the Council has been able to
obtain from the industry, inciuding the complainants and EPSCO, and from
research on money transmission systems overseas. '

The Council's uitimate concern with this matter is that merchants that have to
pay for the debit card network service through transaction fees, have to recover
their costs of operation through prices charged to consumers. As such, to
reduce the inflationary effect of such costs, it should be expected that the
suppiy of these services to merchants would be provided at the lowest possihie
charges. Ideally it shouid be under competitive market conditions, in much the
same way that merchants expect to obtain other inputs for the efficient
aperation of their business. '



5.

Morgover, there is a wider issue at stake for .the economy as a whole.
Electronic network payment systems can be an efficient means of providing
retail payment services; when compared with traditional alternatives such as
cash, or cheque. In these circumstances, it would be expectaed that the relevant
authorities would encourage the efficient supply and use of electronic network
payment systems in Hong Kong. :

In pioneering any such system, initial market power might be natural as an
incentive for a risky venture. However, the market power should not be allowed
to deveiop to the sxtent that competition is stifled, or the pressure to enhance
efficiency is artificially reduced or eliminated.

EPS

EPS is operated by the Electronic Payment Services Company (Hong Kong)
Limited (EPSCO) which is a consortium of banks in Hong Kong, inciuding the
major note-issuing ‘banks, which issue EPS debit cards to consumers. EPSCO
has stated that it wants to bring transaction fee structures for debit cards into
line with all merchants, to redress a historical anomaly where some merchants
had, during the early stages of the EPS' deveiopment, negotiated flat rate
transaction fees.

According te the complainants flat fees other than those they had been paying
were also still being offered by EPSCO to other merchants. However, citing
commercial confidentiality, EPSCO declined to provide the Council with
information that would indicate the range of transaction fees that have been
negotiated with different merchants. EPSCO stated that in any event, if the
complainants who approached the Council are dissatisfied with the rise in their
transaction fees, they could use substitutes such as cash, cheque or credit card.

Complaints

9.

The complainants who approached the Council stated that the alternatives
suggested by EPSCO are not viable substitutes and that EPSCO is acting as :
‘'monopoly’ and misusing its market power to extract unreasonable fees fron
merchants.

10.Seme merchants were of the opinion that the EPS terminals at merchants’

i1

premises were more or less automatic teller machines (ATMs). Moraover, unlike
credit cards, where the cost of operation includes the cost of credit to banks,
the cost of the EPS service was largely fixed, and was not affected by the size
of the transaction. In these circumstances it was felt that if transaction fees
were to be charged, a fixed transaction fee was more appropriate.

n the Council's opinion, if transaction fees for merchants are to be charged

{bearing in mind that 'excessive’ transaction fees could act to impede growth of
the system by merchants) the matter comes down to the issue of choice. In
particutar whether merchants have competitive choices avaitable to them for the
product, and what competitive pressures exist to determine what the level of
the fees shouid be.



Competition in the relevant market

12.The question as to whether EPSCO has market power and whether it is using
that power to levy fees on merchants requires an assessment of the relevant
market from the demand and from the suppiy side, with reference to relevant
product, geographic and functional dimensions. Defining the reievant market
and evaluating the degree of power in that market are in effect part of the same
process. The objective of defining a reievant market is to determine the
boundaries within which effective competition occurs and where market power
is allegedly being misused. From the demand side, merchants indicated that to
provide a competitive service, various payment options had to be made availabie.
Notwithstanding their assertions, it can be generally observed that there are
different aspects to the various payment options available that suggest they
may not be direct substitutes given the different operational patterns of various
industries. For example:

s transaction amounts can be above the maximum value available for stored
value cards, particularly for high cost items such as electrical equipment,
furniture and jswellery;

e it can be impractical for customers to use cash, because of security
reasons;

. cheques can be considered too risky for secme merchants, because of the
pnossibility of default; and

. credit card transaction fees, typically involving a 2% to 4% charge on the
merchants, would substantially diminish the margins that some merchants.
work on, This couid be a particular concern in industries where
competition has sgueezed margins to very low levels.

Debit cards on the other hand do not display the above concerns. Hence,
competitive industries that typically involve large transaction amounts and are
adverse to default risk may prefer debit cards as the payment method. In return,
they may provide discount incentives to consumers. Given the high fevel of
compiaints by certain merchants regarding the EPS service, this could well be
the case in these sectors where the compiainants operate.

13.Notwithstanding the above observations, a common method of more rigorously
determining the boundaries of a relevant market and the existence of market
power, used by competition authorities in jurisdictions that have competition
laws, is to test the point at which consumers (in this case merchants} react to
price rises by switching from one service to another. It stands to reason that
not all consumers will be willing to switch products or find alternatives when
prices are raised. However, in antitrust analysis it is sufficient that encugh
customers are willing to make such substitutions to affect the conduct of sellers
in the market,
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15.

16.

.In increasing the rate from a $2.00 per transaction to 0.75% on transaction

vatue, EPSCO's increase in price was, according to some users, as much as 11
times the fee under the former charging scale. This is obviously a significant
price increase for the EPS service and an indication of market power. Morsover,
survey information provided to the Council, and submissions by merchant
associations indicated that a significant number of merchants, notably certain

-smail to medium enterprises who felt compelied by market conditions to use the
‘payment system, had iittle choice but to accept the price increase. The reason

for this could be that their profit margins were already very low because of
strong cempetition, and after the discounts offered to consumers using EPS. In
these circumstances it could be assumed that few of them would wish to shift
te other payment methods that might mean a hike in prices or charges, or a
further squeeze in margins, e.g. payments by credit cards.

it has been difficuit for the Council to verify the validity of that reason, which
would require very detailed industrial information and statistics. it would also
require determining the extent to which different transaction fees have been
offered in the market, who the racipients of those fees are, and the resulis of
any negotiations between EPSCC and certain merchants. Information of this
sort would assist in ascertaining the full extent of demand elasticity by particular
merchants when faced with a price increase by EPSCQO. However, anecdotal
evidence by both the Hong Kong Jewelers and Goldsmiths Association and the
Travei Industry Council was that if their members couid not prevent EPSCO from
imposing the new charge, they had few options but to comply. EPSCO itseif
stated that over 90% of affected merchants had agreed to the new fee
structure. Some coliective boycotts of the EPS system have been organised or
planned by some merchants, as a protest against EPSCO's acticns. Whether the
action will secure any change for some merchants on the transaction fee
remains to be sean. However, the Council considers that in a market gconomy,
the means by which optimal supply prices are achieved should ideally be through
the interplay of competitive forces by market participants negotiating on the
strengths of their relative economic efficiencies.

Whether merchants actually "agreed” with the increase {as stated by EPSCO) is
a moot point. However, the fact that EPSCO was in a position where it couid
seek such an increase is in itself the.important fact to note when considsring, on
the demand side, whether EPSCO has market power. While this fact gives
important ciues, resolving the issue of market power also rests with an analysis

. of the supply side, and the important issue of barriers to entry.

17.

18.

From the supply side, the Council doubts there is much likelihood of a viable
competitor emerging as a separate supplier of a debit card network payment
system, to compete against the major banks who are in the EPSCO consortium.
Experience from overseas indicates that the incumbency of an established
network payment system is a substantial hurdle for new entrants to overcome.

In effect, it appears.to the Council that rather than engage in the costly and
risky endeavour of competing with each other in the provision of a debit card
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network service, potential competitors in the supply of debit card networks i.e.
Hong Kong's major banks, have joined together to form one debit card network
payment system. Such a co-goperative arrangement between competitors, who
are fixing prices (merchants' transaction fees) between each cther, raises a
concern that the aggregation will result in the creation of substantial market
power, The concern on competition is particularly the case when the
competitors include thirty five banks that make up a significant portion of the
Hong Kong banking industry. This concern is increased when it is. recognised
that the same entities that make up EPSCO have commercial interests, to
varying degrees, across the range of other payment systems available in Hong
Kong (see Appendix 1} that the EPSCO members claim are direct competitive
substitutes for the EPSCO product.

if EPSCO is facing direct competition from other payment systems in setting its
transaction . fees for merchants, it needs toc have regard to the actual and
potential competition that exists for its product from other service providers.
Moreover, if the EPSCO service is indeed facing competition, in the usual sense
of the word, it can be assumed that those offering the competing service would -
be attempting to take market share away from EPSCO's service and vice versa,
For example, at the very least, because the cost of the service would be a major
factor for merchants, it would be expected that the price for the EPS service
should not be higher than that for competing services. By the same token if
EPSCO was competing with other payment service providers, it would be
expected that, in order to maximise its return, it would take advantage of any
lower operating costs it has for its service, {in comparison to the best price that
its competitars could offer) in order to take market share away from those
competitors. The fact that EPSCO was in a position where it could unilaterally
impose a substantial fee increase, simply in furtherance of a stated policy to
bring fees inte line with others, is a strong indication that it was not facing the
discipline of a competitive market in setting merchants' transaction fees. This
fact, coupled with the barriers to entry posed by the 'netwark effect' of
EPSCO's incumbency, leads the Council to believe that EPSCO was, and in the
absence of information to the contrary, currently is in a position of substantial .
market power when setting merchant transaction fees.

Detriments to consurmer welfare

20

21

.The means by which costs and fees are determined between a service provider

with substantial market power such as EPSCO, and a purchaser of its services,
f.e. merchants, should not be simply taken on trust. Economic efficiency cannot
be enhanced when an entity with substantial market power, derived from an
aggregation of competitors, is abie to extract the returns it deems fit.

.In contrast, the process of negotiating merchant transaction fees with banks for

a credit card service is significantly different to that of negotiating fees for an
EPS debit card service. The fee for using the EPS service is only negotiabie
between the merchant and EPSCQ; which is a consortium of the banks that also
offer credit card services. The fee paid by merchants to issuing banks for credit
cards is negotiable between those individual banks that also issus EPS debit



cards. The Council understands that transaction fees for credit card usage
currently fail between 2% to 4%. Transaction fees for credit cards are therefore
determined to some extent through the competitive pressures that individual
banks are under when supplying credit card services to merchants. The same
competitive pressures do not apply, however, for debit card servicas.

22.High transaction fees raise the cost to merchants of card based payments which
can reduce the acceptance of more efficient payment methods. High
transaction fees also have an inflationary effect on retail prices, as no matter
how competitive their industry is, retailers will eventually have to pass on the
inflated costs to customers. This in turn leads to a reduction in output and
economic weifare. There is a strong assumption to be drawn that if card issuers
agree amongst each other on the way in which they shouid recover costs for a
payment system, that ultimately benefits their commercial interests, this will
weaken the incentive for card issuers to cut costs through greater efficiency.
Inflated transaction fees protect inefficient suppliers from the full force of
competition and have detrimental conseguences for the economy as.a whole.

Overseas experience

23.Similar network payment systems operate in comparable advanced economies
overseas, and the Council has briefly examined the circumstances that exist in
the United States, Canada, the UK and Australia. In those jurisdictions, because
the networks are co-operative arrangements between competitors, they are, in
the first instance, under the scrutiny of competition authorities that administer
general competition law. In addition, some jurisdictions currently have, or are
contemplating specialised payment systems controt authorities that overses the
operations of such systems because of their importance to the economy.

24.There are also different approaches to recovering costs and applying fees. In
Australia for exampte, there is competition between banks within one coilective
debit card network system for the custom of merchants, and thereby
competitive choices as tc fee levels and methods of caiculation. Where
transaction fees are paid by merchants for accepting debit cards issued by
network members, they are almost always 'flat fees' i.e. there are very few
percentage iransaction fees paid by merchants. For a number of large
merchants, such as retail chains, network members actuailly compete to pay
those merchants to use the payment system, rather than the reverse.

The need for competition :
25.The aggregation of major Hong Kong banks into the one single debit card
network supplier, has denied merchants the opportunity to take advantage of
the rivairy that would be expected to arise between those banks, for the
competitive supply of debit card services to merchants. This aggregation has
apparently resulted in a situation where EPSCO does not face any serious
pressure from other existing or potential competitors, in the price levels that it
- sets for the supply of debit card network services to merchants. Because the
member banks of EPSCQ have agreed not to compete with each other on debit
card transaction fee levels for merchants, and because they are also involved, to
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27

varying degrees, In the supply of other payment options, there is little
opportunity for competition to play its part in:

e determining appropriate fee levels; and

s  offering choices as to fee calculation.

.The Council considers that if transaction fees are to be charged for merchants to

provide the debit card payment system, competition between service providers
should be utilised as much as possible to exert downward pressure on the fes
levels and to offer competitive choices to merchants. The costs that merchants
are required to bear will inevitably be passed on to consumers. Competition
should bhe allowed to play its part in achieving the objective of enhancing
economic efficiency. This view refiscts the Hong Kong Government's
commitment to using competition as a means of achieving the ohjective of
economic efficiency as noted in its May 1298 Statement on Competition Policy.

While the competitive process shouid be promoted and utilised, it is also clear to

the Council, from the nature of network payment systems, that co-operation is
required to some extent between competing service providers on how the
network payment systerns are to be operated. However, this requires that
some form of accountability and transparency is provided that ensures
consumers of the sarvice have ftrust in the way in which the co-operative
scheme is operated.

Council recommendations

28.

Having regard to the above, the Council puts forward the foilowing
recommendations. '

Recommendation 1: There should be competition between network members.

29.

The Council considers that as a matter of principle, competition between service
providers should be utilised as much as possible to determine an appropriate
level of fees in payment networks, and to offer competitive choices to
merchants. Accordingly, it considers that if merchants are to be charged
network transaction fees, EPSCO's rules should allow for member banks to
compete with each other on the guantum of merchant transaction fees and the
method by which the fees can be calculated.

Recommendation 2: There is a need for transparency and accountahility.

3Q0.

Given the prima facie indication of market power through the aggregation of
competitors in the provision of the EPS network payment system, and in the
absence of legislative safeguards to counter that power (by way of a general or
finance sector competition law) the Council cconsiders there should be an
appropriate degree.of accountability in the operation of the debit card network
payment system operated by EPSCQO. In view of the importance of having
efficient oniine network payment systems to the eccnomy, and Hong Kong's
ambitions to fully embrace innovative electronic information technology,



consideration should also be given to providing a similar degree of accountability
for other network payment systems.

31.The issues that need to be addressed to ensure accountability are:

32.

= {ransparency as to the costs of operation for the systems; and

» representation of the interests of stakehoiders f(i.e. not only financial
institutions, but merchants, consumers and government) in the decision
making processes that control the deveiopment and operation of the
systems. '

Competition between network members may introduce a certain degree of
accountability. However, that fact alone would not address the important issue

~ of transparency. A code of practice deveioped by the network members, with

government support and oversight {in the absence of a-genseral competition law,

-which is the Council's first preference} would seem to be an appropriate model

to consider,

Government response

33.

34.

During the course of preparing this report, the Council held discussions with the
Hong Kong Monetary Authority (HKMA} and provided a preliminary draft for the
HKMA's consideration. The Council made clear to the HKMA the fimitations of
the data and information that it had been abie to obtain for its study. The HKMA
subsequently announced on 1 August 2000 that it would conduct a
comprehensive review of retail payment services in Hong Kong. Amaong the .
terms of reference for the review was that the HKMA would "consider the
degree of competition that exists in the provision of retail payment services and
to. assess whether any deficiencies in compstition that are identified operate
significantly against the public interest".

The Council welcomes the HKMA's initiative and trusts this report will assist it
in its task.

Consumer Council

10
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