





important, entrepreneurial genius still petitor. However, to deal with regulatorsfor a more universal service; and, notabl
lives in the United States and there is rattorneys, and other government officialshow much exclusivity to adopt. An indi-
shortfall of individuals who are eager tdent on legally extorting money, none ofcation of the importance of those dimen-
create new products in the pursuit othe aforementioned skills are helpful. Thaions is that cards are used differently in di
profit. Second, there is no deficit of probEliot Spitzers of the world are not interferent countries because of differences i
lems that any new firm will face. Some oésted in someone building and selling geography (distance of transactions), tech-
those difficulties come with the territory, better mousetrap; they are only interestnology (e.g., sophistication of telecommu-
as well should be the case. Furthermored in how they can gain control over thenications networks), and policy (e.g., a his
there are people like Igor who look formousetrap makerOs money. tory of taxpayer subsidies of check-clearin
ways to steal the property of others, and One hopes that readers Bifie PayPalcosts and continuing subsidies for creatin
while one can lament such a state of thé/arccome to the conclusion that entre-cash in the United States).
world, the firms that survive are thosepreneurial geniuses are alive and well in When it comes to policy, Evans and
that find ways to combat the theft andthis country and that we should beSchmalensee touch on claims that card
serve their customers at the same timeencouraging them to put their many tal-lead consumers to incur excessive debt, and
But perhaps the biggestNand mostents to work creating products for the resthat merchants accept cards only to tak
unfortunateNlesson ofThe PayPal Wars of us. Unfortunately, the present state dfusiness from other merchants without
that entrepreneurship in America isU.S. law and regulation is incompatibleommensurate social gains. They convinc
increasingly threatened by what can onlith such genius. Itis to our own loss anihgly refute those criticisms, as they coul
be called a class of parasites. At least am@row that this state of affairs continuede leveled against any quality improvemen
can outwit an Igor or create a better antb dominate our lives and benefits onlythat stimulates demand. They also dismis
more responsive product than a comithe parasites among us. B albeit less satisfyingly, claims that interes
rates on credit cards do not follow change
in underlying interest rates.

Houses of Cards

COMPETITION Befitting the authorsO
expertise and experience, the central pol
icy questions in the book involve compe-
tronically transmitted data after a O2,50@ion among banks and among card
plus year reignO of physical money is tipeoviders affecting the costs of transac
REVOLUTION IN BUYING AND setting for David Evans and Richardions. To assess these, consider how a typ-
BORROWING Schmalensee®aying with Plastithis ical plastic transaction works between you
By David Evans and Richard Schmalensee,  accessible and informative book is parand a merchant. The merchant contract
380 pages; Cambridge, Mass.: MIT Press, 2005 oconomic history, part business strategyyith a bank known as an Oacquirer.O The
and part competition policy, reflecting theacquirerOs primary task is to obtain per-
sure-fire clue that a authorsO extensive backgrounds in indusission and payment from your bank,
pre-1985 movie is out of trial organization and work on behalf of known as the card Oissuer.O The card com-
date is not the cars, theVisa in antitrust proceedings. pany, e.g., Visa, mediates the communica-
slang, or even the fashion The roles of structure and marketing aréions and transfers between member
(although those bad 1970sprominent and enlightening features.issuers and acquirers. Visa gets permission
haircuts can be a giveaway). No, the reBbrces driving standardization might sugfrom your issuer and charges your account
giveaway is when the plot hinges on theest that differentiation and other busines$he acquirer posts the money to the mer
inability of a character to get to a paystrategies would be irrelevant. The authorshant, less a OdiscountO charged by the
phone. Moviegoers not yet old enough tacounter that impression in presentingacquirer for its services.
drink would find it either inexplicable or numerous choices, including whether to  In the middle of this is the Ointerchang
laughably ancient that the character doeeperate as a joint venture, stand-alontee,O around 1.7 percent of the cost of|a
not just pull out his or her cell phone. issuer, or franchisor; how transaction, set by Visa and
If purchasing played as big a part inmuch to focus on charge paid by acquirers to issuers.
movie plots as communicating, an increaseredit, signature and Pl Acquirers take the inter-
ingly compelling indicator of datednessdebit, or smart cards; hovEMEEER T UNAER @ Cchange fee as given in setting
would be writing a check or paying cashmuch transaction process SEERERERR their discounts when they
The revolutionary transformation of the ing to outsource; choosing compete for merchant
medium of exchange to encoded elechetween finance charge:* accounts; they typically add
annual fees, . tran§actiof| # on about 0.3 percent, result-
Timothy J. Brennan is professor of public policy and eco- charges, and OfreeQO ser\ |ng in discounts of about 2
nomics a}the University of Maryland Baltimore.County bundled with Checking percent subtracted from the
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includes work on antitrust policy and economic regulation. accounts; Whether to targe merChantOS revenues. Issuin
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vidual clients, take revenues from the
interchange fees as given in deciding how
much, if atall, to charge in annual or per-
transaction fees. (For integrated acquirer-
issuers, notably American Express, there
is no explicit interchange fee.) The authors
portray the interchange fee as revenue-
neutral, deciding only the extent to which
the costs of transactions fall on merchants
or buyers, with a higher fee shifting costs
to the merchants.

Despite the potential for differentiation
through pricing and marketing, two effects
drive this sector toward monopoly. The
firstis two-sided network externalities. The
demand of buyers for a particular card, and
for banks to issue that card, depends on
how many merchants accept the card.
Conversely, a merchant’s willingness to
take a card depends on how many buyers
are likely to have and use it. In this elec-
tronicera, a Visaor MasterCard decal is vir-
tually equivalent to saying “we take
money.” Successful entry is difficult, requir-
ing extensive “seeding,” i.e., giving away
large volumes of cards to build up a clien-
tele that would attract merchants (e.g., Dis-
cover cards growing out of the Sears charge
card list) and willingness to offer liability
limits on unauthorized charges.

The network externalities depend pri-
marily on the numbers of buyersand mer-
chants who take cards. At the transaction
level, a different factor drives collective
price setting. Were issuers to set inter-
change fees independently, the cost of a
card transaction would be customer spe-
cific, either requiring transaction-specific
discounts or allowing individual issuers to
set enormous interchange fees. Standard-
ized interchange fees prevent potential col-
lapse or costly transaction-specific pricing.
As the authors mention, this is not dis-
similar to the rationale for collective setting
of blanket license fees by ASCAP and BMI
for the rights to broadcast copyrighted
songs, and has suffered the same accusa-
tions of essentially being price-fixing.

Evans and Schmalensee portray the
interchange fee as a nonprofit vehicle for
member banks to cooperate to provide this
necessary service, with the banks compet-
ing on all other dimensions. The authors
call thisarrangement “co-opetitition,” pro-
viding further evidence that business
schools should be kept as far from the Eng-
lish language as possible. More substan-

tively, a claim thata venture of profit-max-
imizing banks is “nonprofit” is inherently
no more credible than the old Fugs album
title, “It Crawled into My Hand, Honest.”

A collectively set interchange fee may
have no adverse effects simply because
profits above the cost of providing trans-
action services would be competed away
by the acquirers and issuers. However, the
interchange market is not obviously zero-
sum. If merchants cannot differentiate
between cash and card transactions in set-
ting prices, or if issuers cannot set negative
prices for providing card service, higher
card fees will be passed on to all transac-
tions, not just those with credit. In effect,
the interchange fee could become akin to
aprivately collected sales tax. On the issuer
side, to be competitively neutral, the prof-
its from interchange fees would have to be
returned to consumers in the form of
transaction-specific rebates, perhaps
explaining the growth in frequent-flyer
mile awards and, in the case of Discover,
monetary rebates.

DUALITY U.S. courts have allowed collec-
tive interchange fee setting; in some other
countries, the interchange fee is allowed
but regulated. However, the major U.S.
antitrust action on charge cards has cen-
tered on “duality” (banks belonging to both
MasterCard and Visa) and exclusivity (rules
prohibiting Visaand MasterCard members
from issuing cards by anyone else, e.g.,
American Express). The authors report
that duality has been confusing to both
sides. Visa originally opposed it, arguing
that its member banks would be more like-
ly to promote Visa if notalso issuing other
cards. But later, after Visa became the most
commonly carried card, it litigated to keep
duality. The Justice Department has vacil-
lated from doubting its competitive harm
in the 1970s to bringing an antitrust case
againstitin 2001.

On one hand, duality seems to subvert
competition between Visa and Master-
Card, particularly when constituted as
jointventures with virtually identical sets
of members. On the other hand, duality
allows banks to compete with each other
by offering both Visa and MasterCard.
Perhaps the biggest mystery of duality, in
light of the two-sided network effects, is
why we even have both Visa and Master-
Card when virtually every merchant

accepts both. In the few instances in
which Evans and Schmalensee find com-
petition between them by differentiation
to some degree, they grant the possibili-
ty thatasingle collective is exploiting the
two brand names it controls.

EXCLUSIVITY  The 2001 antitrust case
brought by the Justice Department also
included an objection to exclusivity. As
Evans and Schmalensee suggest, there is
something of a contradiction in finding it
anticompetitive both that banks carry Visa
and MasterCard and that they refuse to
carry others. One can reconcile the cases
by resisting the authors’ admonitions not
to analogize card operations to other
forms of organization, and to view issuers
asoutlets for the distribution of cards. The
issue ought not be whether exclusivity (or
duality) is intrinsically good or bad, but
how much of the bank-level issuer market
is covered by the exclusive contracts from
any particular card.

From that perspective, it might pro-
mote competition to restrict the share of
the issuer (bank) market covered in an
exclusive manner by any particular card.
For example, Visa and MasterCard could
be allowed to have exclusive contracts
with some subset of the issuers, but no
more so than would raise concerns were
that subset to merge its card-related oper-
ations. A first defense against a case seek-
ing arestriction of that sort would be that
the issuer market is easy to enter, i.e., that
one could operate a bank without issuing
Visaand MasterCard. If such entry is dif-
ficult, it plays into a second line of
defense—that the two-sided externalities
make Visa and MasterCard natural
monopolies. Removing exclusivity is like-
ly to be procompetitive only if other cred-
it providers can survive. This illustrates a
generic problem with monopolization
cases: exclusion is likely to be less, not
more, harmful, the stronger is the prior
monopoly of the alleged excluder.

Prior to the publication of Paying with
Plastic, the trial court ruled in favor of Visa
and MasterCard inallowing duality, butin
favor of the Justice Department in ending
exclusivity. Subsequent to publication, the
Supreme Court turned down requests for
review. Evans and Schmalensee suggest
that those legal defeats for the “co-opeti-
tives” leave Visa and MasterCard vulnera-
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