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have increased at least 25 percent quarter-over-quarter in each of the past four years. In 2020 alone,
our e-commerce sales increased 145 percent. Given the durability of consumer behavior as guests
have become accustomed to shopping in the manner that is most convenient for them, and with
approximately half of our guests paying by debit card, achieving competition in e-commerce debit
routing is even more critical than it was ten years ago.

Target supports routing choice in e-commerce

Target strongly supports the Federal Reserve’s proposal to clarify and reinforce the requirement
that debit card issuers and networks enable merchant routing choice for all transactions, including
e-commerce transactions. Our view is that the duty of debit card issuers and networks is clear in
the existing regulation — merchant routing choice for e-commerce transactions was possible in
2011 when the regulation was implemented, and card network solutions have evolved substantially
since then. And yet, while some smaller banks have complied with the regulation and enabled
routing choice in e-commerce, many of the largest banks have simply ignored their obligation.
Paradoxically, those large banks are highly capable and in the best position to enable routing choice
in e-commerce. All of this leads us to the conclusion that the main issue has been the lack of
enforcement of the existing regulation against large banks, who have been protecting their
financial interests at the expense of merchants and in violation of the law for over a decade. We
welcome the Federal Reserve’s proposal, and view it as an important step toward enforcing the
regulation. Providing this clarification signals that the Federal Reserve will not tolerate policies
or practices that deny merchants’ routing choice. We also agree with the Federal Reserve’s analysis
concluding that no new costs, burdens or impacts on small entities are created by the proposal, as
it is simply clarifying obligations that already exist.

Each transaction should offer routing choice without regard to the method of authentication

Target encourages the Federal Reserve to clarify that issuers must enable at least two unaffiliated
networks for each method of cardholder authentication if they cannot otherwise satisty the dual-
network requirement for each transaction. Issuers and networks have regarded the “one network
per authentication method” loophole as a broad exception to the two-network requirement which
they have exploited to undermine merchants’ routing options. This is in fact the principal reason
for the lack of routing choice in e-commerce to date.

The notion that routing choice can be represented by a single network for signature and a single
network for PIN authentication harkens back to the market as it existed when Regulation II was
enacted. At that time, most transactions were “card-present,” there were two methods for
authentication, and as long as a merchant had the technology to accept both signature and PIN
authentication at point of sale, the merchant had two or more network choices for each debit
transaction.

The market for debit card payments and the technology for payment processing have changed
dramatically over the last ten years, including with respect to authentication. In fact, a signature
is no longer required for “card present” transactions and the card networks acknowledge that
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signatures never provided an effective, systematic means of authentication as constructed.
Meanwhile, over 99% of the PIN debit transactions in our stores have more than one unaffiliated
PIN network to choose from. Where PIN authentication is available, the regulation has achieved
its objective and the merchant has true routing choice.

In e-commerce, PIN entry solutions were not widely adopted, so the unaffiliated networks have
developed alternative authentication solutions. However, many issuers have deliberately chosen
not to enable the PIN-less debit solutions offered by the alternate networks on their cards, leaving
merchants with no choice but the global networks to process most e-commerce transactions.
Without broad issuer enablement, PIN-less debit solutions are of limited value to merchants,
thereby inhibiting merchants from undertaking the development required to accept PIN-less e-
commerce transactions.

It should be so obvious as to go without saying that an issuer cannot meet its obligation to provide
“at least two unaffiliated networks on which a debit transaction may be processed” by simply
entering into an arrangement with two networks that theoretically could process transactions on
the card. Merchants must acfually be able to process transactions through each of the networks
selected by the issuer. For that to happen, the issuer must fully enable the functionality of each
network it selects. To read the requirement otherwise would permit issuers to defeat the intent of
the statute by constraining the actual availability of alternative networks for merchant routing
choice.

The global networks and their issuers have also relied on the authentication loophole to enable
only one network for more recently developed means of authentication, such as biometrics, without
enabling an alternative authentication method so that the merchant can choose a different network.
For example, in device-based wallets like ApplePay, biometrics authenticate the cardholder to the
device, and Visa and Mastercard can include that authentication in the message requesting
authorization from the issuing bank. However, the second network on the card is not allowed to
pass the biometric authentication message to the issuer. When the issuer does not receive
authentication information from the second unaffiliated network, it evaluates the risk of the
transaction as if there had been no authentication at all, which is untrue. In fact, sophisticated
biometric authentication has occurred. An unauthenticated transaction is much more likely to be
declined. As a result, merchants are effectively forced to route to the network that can
communicate the authentication message to the issuer.

We believe the authentication information issuers receive in order to make a decision to approve
or decline a transaction should not depend on which network the merchant chooses to process the
transaction. The alternative network is enabled to access and transmit the account number and
other transaction data. We are not aware of any technical limitation that would prevent the
communication of the authentication information as well to any network otherwise enabled to
process the transaction.

The authentication loophole even has the potential to erode existing merchant routing choice in
the card-present environment. For example, merchants currently have the option to route low-
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dollar card-present transactions to alternative networks without PIN authentication. Now that the
global networks have eliminated their signature requirement, transactions that historically would
have been “signature-authenticated” are processed with no authentication. If issuers are only
required to provide one network per authentication method, an issuer could decide to enable only
Visa or Mastercard to process card-present transactions with no authentication and to require PIN
authentication for routing all card-present transactions to the alternative network.

Similarly, an issuer could enable only Visa or Mastercard to convey authentication verification in
a contactless/touchless mobile transaction at point of sale while requiring a PIN to authenticate the
transaction through the alternative network. The merchant is thereby required to demand physical
interaction by the cardholder with the point of sale device to preserve its statutory right to routing
choice. It should hardly need to be said that safety and security should be widely enabled, not
deployed strategically as a differentiator between networks in order to quell competition and
impede merchant choice.

The Federal Reserve should substantially reduce the regulated rate and eliminate the
additional fees.

The current proposal does not address the debit interchange rate provisions of Regulation IL
Target encourages the Board to take up this issue with a sense of urgency. The rate has not been
adjusted since it was established in 2011, and there is ample data to support a reduction effective
immediately. The most recent Federal Reserve biennial report! clearly illustrates that the base debit
interchange fee standard needs at least to be halved to maintain the statutory requirement that the
rate be reasonable and proportional to the issuer’s transaction costs.

The 2019 report documents the continued trend in consistently declining actual costs for issuers.
In the summer of 2020, based on the then-available eight years of Federal Reserve survey data,
Target joined with more than 200 retailers and merchant trade associations to ask the Federal
Reserve to reduce the base component of the regulated rate by at least 50 percent and eliminate
the fraud component and fraud adjustment. Target does not consider the base component to be
“reasonable” or “proportional” when it pays issuers almost over five times their aggregate
allowable cost, over and above the separate value issuers receive from accounts and customer
activity, including deposits. Nor is it “fair, proper or moderate” that the base component alone
fully reimburses issuers’ costs on over 99.4% of transactions, even for the least efficient
institutions. The Federal Reserve should reset the base component of the cap to be not more than
the original multiple of 2.7 times the average allowable costs. Based on the 2017 and 2019 issuer
surveys, this would reduce the base component from $0.21 to about $0.10.

Target continues to believe that the Federal Reserve should also eliminate the Sbps ad valorem
fraud component of the debit interchange fee. The most effective way to accomplish an overall
reduction in fraud is to make sure all parties have an incentive to combat fraud. The ad valorem

! Federal Reserve 2019 biennial report on Interchange Fee Revenue, Covered Issuer Costs, and Covered Issuer and
Merchant Fraud Losses Related to Debit Card Transactions






