Meeting Between Governor Kugler and Staff of the Federal Reserve Board
and Representatives of Various Trade Associations
September 5, 2024

Participants: Governor Adriana D. Kugler and Kelley O’Mara (Federal Reserve Board)

Austen Jensen (Retail Industry Leaders Association); Douglas Kantor (National
Association of Convenience Stores); Dylan Jeon (National Retail Federation);
Elizabeth Provenzano (Merchant Advisory Group); Daniel Swanson

(DC Swanson LLC) (together, the trade associations)

Summary: Governor Kugler and staff of the Federal Reserve Board met with representatives of
the trade associations to discuss their concerns regarding the Board’s notice of proposed
rulemaking on Regulation II (Regulation II proposal). Representatives of the trade associations
advocated for the proposed base component to be lowered and asserted that the proposed ad
valorem component and fraud prevention adjustment would be inconsistent with Congressional
intent. They also suggested that the Board could adopt a two-tier fee schedule that would apply
based on issuer transaction volume. While the representatives favored the use of automated
adjustments on an ongoing basis, they advocated for changes to the formula that would be used
to make such adjustments.
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The information presented today is primarily derived from analysis using Federal Reserve published data & The Nilson Report
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1 Debit Fee Base Rate

O Multiplier concerns and potential remedies
U Analysis
0 Other base rate concerns and potential remedies

4 Future Adjustments to Base Rate
4 Fraud Loss Adjustment

4 Fraud Prevention Costs
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Base Rate Multiple

The Base Rate component of $0.144 is 3.7 times the transaction weighted ACS,
while the original regulated rate was about 2.7 times actual 2009 costs
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Cost Efficiency of Issuers

The High-Volume Issuers have reduced their ACS costs significantly since 2011, while
the Mid-Volume Issuers have not.

ACS Costs for High-Volume and Mid-Volume Issuers
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Proposal and Existing Rule by Volume

The High-Volume Issuers are the only group that receives material
interchange from existing regulated interchange and the new Fed proposal....
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Proposal Revenue by Volume Within Quartiles

... and quartile estimates help demonstrate how the 15t quartile of High-Volume
Issuers overwhelms the others. By trying to support small Issuers where
materiality is questionable the proposal provides large Issuers excess margin..
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Sources: Fed table 12 was used for volume data within each group. Nilson data was used to estimate volumes

within each quartile.
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Base Rate Proposal Margins

Issuers with ACS costs below the proposed $0.144 base rate generate about $5.9 Billion in
margin, while those with ACS costs above the proposed base rate will have about $40
million in costs above the base rate revenue

Issuer margin from $0.144 Base Rate
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$6.00
$5.80 $(0.04)

$5.60
$5.40
$5.20
$5.00
$4.80
$4.60
$4.40
$4.20

$4.00

Issuer ACS < base rate Issuer ACS > base rate Total Issuer Margin

Sources: Fed table 12 was used for volume data within each group. Nilson data was used to estimate volumes
within each quartile. ACS margins estimated using Table 13.
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Base Rate With 35% Margin is 6 Cents

Allowing an overall 35%* margin with a $0.06 base rate would be consistent
with the reasonable and proportional standard
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Sources: Fed table 12 was used for volume data within each group. Nilson data was used to estimate volumes within

each quartile. ACS margins estimated using Table 13.

In his 5 January 2024 summary of various industry profit margins, Professor Aswath

Damodaran of NYU’s Stern School of Business indicates Money Center Bank net profit margin

of 30.89% and Regional Bank profit margin of 29.67%. MacroTrends Financial Institution Pre- 3 m EAOGAVEIQ?QES Payments
Tax Margin averaged 28.7% from 12/09 —9/23



Base Rate Impacts on Margins

The amount of margin received by Issuers with ACS costs below
various base rates is much greater than the negative margin from
issuers with ACS costs above various base rates.

ACS Margin at Various Base Rates ($B)
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Sources: Fed table 12 was used for volume data within each group. Nilson data was used to estimate volumes within
each quartile. ACS margins estimated using Table 13.
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Network Fee History

Networks are potentially evading the intent of the regulation

$0.090
$0.080
$0.070
$0.060
$0.050
$0.040
$0.030
$0.020
$0.010

$0.0400
$0.0350
$0.0300
$0.0250
$0.0200
$0.0150
$0.0100
$0.0050
$_

Merchant Network Fees (Table 8)

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

Covered issuer Network Fees (Table 9)
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Using The Reported Data

Since the initiation of the regulation,
Merchant Network Fees have
increased at least 50% and we believe
that the fees are under-reported

Network Fees paid by Issuers have
decreased materially, and the largest
Issuers pay a small amount per
transaction

* Onits face, it appears that the
Networks are circumventing the intent
of the regulation by changing rules and
fees to benefit Issuers
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Review of Costs Post Regulation

Merchant Costs (S per Tran.)
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Fraud Loss Component

Loss sharing between Merchants and
Issuers

The 0.04% ad valorem component
should be eliminated

60%
* Since 2017 Merchants have incurred more 40% ><:

fraud losses than Issuers (Top chart) 20%

80%

0%

« After considering the 4bps in interchange, o1 013 e 2017 2019 202
merchants’ fraud losses will exceed that of
issuers over 6-fold (Bottom chart; over
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Fraud Prevention Adjustment

The Fraud Prevention Adjustment should not be increased

Fraudulent transactions have increased steadily since regulation took effect,
but median Issuer fraud prevention costs have decreased.
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