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I
INTRODUCTION

It is significant that one of the commonest objections to
competition is that it is “blind.” 1t is not irrelevant to recall
that to the ancients, blindness was an attribute of their deity of
justice. Although competition and justice may have little else in
common, it is as much a commendation of competition as of
justice that it is no respecter of persons.

F.A. Hayek, The Road to Serfdom (1944)

The objections to competition referred to in The Road to Serfdom were those of socialist
planners. Their vision for society was complete and absolute equality of all individuals in all
matters subject to human control as implemented by means of a collectivist central
government. In such a society there is no liberty. Hayek dismantles the collectivist
orthodoxy observing that true freedom (economic and political) thrives only in a liberal

society of individuals who are left to compete with one another in pursuit of their own



objectives. In short, where there is competition, there is freedom; and where there is freedom,

there is inequality.

This case does not concern issues of conspiracy or violations of antitrust laws insofar as the
presence of those matters inhibit competition in an otherwise free market. As noted hereafter,
those issues are left for another day in another forum. What this case does concern is a
fundamental aspect of a free market, namely, access to market relevant information. No
authority need be cited or the proposition that in order for a free market to function for the
benefit of all, the consumer must not be encumbered by unfair or unlawful business practices
that inhibit the free flow of market relevant information. In short, where there is no
information, there is no competition; and where there is no competition, we are on the road to
serfdom.

A.

Procedural Background

The plaintiff, Adam A. Schwartz, brings this action on behalf of the general public against

Visa and MasterCard.! The initial complaint in this matter was filed in January of 2000.

Plaintiff’s First Amended Complaint, dated February 15, 2000 included state and federal
antitrust theories. Defendants moved to stay this action pending resolution of a federal Multi-
District Litigation class action that was proceeding in the federal court in New York (the
“MDL proceeding”). The MDL proceeding concerns Truth in Lending Act (TILA) and
antitrust allegations against Visa and MasterCard and a number of their largest member banks
regarding, inter alia, the failure to disclose currency conversion fees charged to cardholders.
Following defendant’s motion to stay this action, plaintiff withdrew his antitrust and
conspiracy allegations. By order dated July 3, 2001, the Court ordered plaintiff to file a

Second Amended Complaint eliminating all antitrust claims and any theory sounding in

! Unless otherwise indicated, Visa U.S.A. Inc. is referred to as “Visa U.S.A.” Visa International Service

Association is referred to as “Visa international”. MasterCard International, Inc. is referred to as MasterCard.”



antitrust.

Plaintiff’s Second Amended Complaint filed August 3, 2001 alleges unfair and unlawful
business practices by Visa and MasterCard regarding their provision of currency conversion
services in connection with Visa and MasterCard branded credit card transactions made in

foreign currencies by U.S. cardholders.

Plaintiff subsequently sough leave to amend the Second Amended Complaint to add
allegations that Visa and MasterCard aided and abetted violations of TILA by their member
banks and aided and abetted the member banks in imposing unconscionable contracts on
consumers. By order dated November 13, 2001, the Court denied the motion to amend,
holding that this case concerns the duties and liabilities of Visa and MasterCard and not the

duties and liabilities of their member financial institutions.

At no time have Visa or MasterCard asserted that their member banks are necessary parties to
this lawsuit and tried to join them as parties. See CCP 8§ 389. At no time has Plaintiff tried to

join any member bank as a party to this action.

Plaintiff’s claims at trial were founded exclusively on California’s Unfair Competition Law
as stated in California Business & Professions Code Sections 17200, et seq. (“Section 17200”

or the “UCL").

Plaintiff alleges Visa and MasterCard engaged in “unfair” and “deceptive” business practices

as follows:

1. Unconscionable practices: defendants’ charge an excessive currency

conversion fee which constitutes gross overpricing (SAC 1140, 41); and



2. Deceptive practices: defendants’ failure to adequately disclose the existence of
the currency conversion fee. In addition, inserting “vague and misleading
language” into cardholder agreements and misleading consumers “by failing to
disclose the currency conversion fee in advertising, solicitations, consumer

monthly statements or any other periodic statement.” (SAC 142)

Plaintiff alleges “unlawful” business practices by Visa and MasterCard as follows:

1. Unlawful practices: defendants’ impose and collect unconscionable and grossly
excessive currency conversion fees in violation of Civil Code §1670.5. Further,
by “inserting an unconscionable provision” in a contract, defendants are in
violation of Civil Code §1770(a)(19). (SAC 1146, 48); and

2. Unlawful practices: defendants’ failure to disclose the currency conversion fee in
applications, solicitations, and billing statements is in violation of the federal
Truth-in-Lending Act, 15 U.S.C. § 1600 et seq. (TILA), and Regulation Z, 12
C.F.R. §226. (SAC 147).

Plaintiff bears the burden of proving his claims by a preponderance of the evidence.
Defendants deny each and every allegation of the plaintiff’s Second Amended Complaint and
assert a number of legal and equitable defenses. Defendants bear the burden of proving their
affirmative defenses by a preponderance of the evidence.

All the Court’s findings of fact herein are found proven by a preponderance of the evidence.
The request of Defendant MasterCard International Incorporated to seal certain portions of

this Statement of Decision is GRANTED IN PART. { 214 at page 71, lines 18-21, and 1190

at page 61, lines 23-26, and page 62, lines 1-2 are sealed. All other requests for sealing are



DENIED.

The Court issued its Proposed Statement of Decision on February 3, 2003. Thereafter, the
parties and their counsel filed and served written objections to the Proposed Statement of
Decision. Thereafter on March 4, 2003 a hearing was held in which the Court heard the oral
arguments and objections to the Proposed Statement of Decision. The Court having read and
considered the pleadings and heard the arguments of counsel and the matter having been

submitted, the Court issues the following Statement of Decision.

FINDINGS OF FACT

There are very few facts in dispute in this case. The fact issues in this case lie in what

inferences and conclusions can be drawn from the fairly consistent body of evidence.

The documentary evidence was extensive and provided an in-depth view of how Visa and
MasterCard designed and implemented and now operate their currency conversion systems.
The fact witnesses corroborated and added detail to the documentary evidence. Several
witnesses testified as to what he or she meant when writing a document, and in those
instances the Court generally relied on inferences that could be drawn from the documentary
record rather than the after-the-fact justifications offered by the witnesses. There were no

occasions where the Court had to weigh the credibility of competing fact witnesses.

A.
General Findings as to Visa and MasterCard?

(@)

Structure and Operation of Credit Card Networks

I

2 Except as otherwise noted in the text, all general findings are found as to both Visa (including Visa

International Corp., Visa International Service Assoc., Inc., Visa U.S.A.) and MasterCard International, Inc.



Adam Schwartz is a California resident and has lived and worked in California
continuously since 1995. TX 6011 at 14:2-17:21, Schwartz. He brings this action on
behalf of the general public under Business and Professions Code § 17200.

The Court has read and considered the decision in United States v. Visa U.S.A. Inc.,
163 F. Supp. 2d 322 (S.D.N.Y. 2001). Judge Jones description of the operation of the
Visa and MasterCard network systems is entirely consistent with the testimony of a
number of witnesses at trial in this matter. Thus, as part of this Court’s findings of
fact the Court will quote the following language from United States v. Visa, supra, in
describing the general operation of Visa and MasterCard. Beginning at page 332 of
United States v. Visa: “MasterCard and Visa are structured as open, joint venture
associations with members (primarily banks) that issue payment cards, acquire
merchants who accept payment cards, or both. They do not have stock or
shareholders; just members and membership interests. MasterCard is open to any
eligible financial institution. Similarly, any financial institution that is eligible for
Federal Deposit Insurance Corporation deposit insurance can join Visa. Visa
members have the right to issue Visa cards and to acquire Visa transactions from
merchants that accept Visa cards. In exchange, they must follow Visa’s by-laws and
operating regulations. The same is true of MasterCard. MasterCard has
approximately 20,000 global members. Visa U.S.A. has approximately 14,000
members in the United States, including approximately 6000 Visa card issuers. The
remaining 8000 members are acquiring banks.” “MasterCard and Visa are operated as
not-for-profit associations and are supported primarily by service and transaction fees
paid by their members. They set their fees to ‘cover the costs involved in providing
the basic infrastructure to the members,” but do not charge license fees or royalties.
While the associations make a “profit’ from these, fees, they do not try to maximize
retained earnings. The profit they earn is used to maintain a capital surplus account to

pay merchants in the event of a member failure.”



Visa and MasterCard branded cards comprise about 93% of the credit cards issued in
the United States that can be used for foreign charges. TX 6015 at 111. Tl 3337: 24-
26, Frankel.

The clearing process and settlement process employed by Visa and MasterCard can be
summarized as follows: MasterCard and Visa operate systems for the clearing and
settlement of credit card transactions. Merchants submit transactional data to their
banks (“acquirers™) or agents of their banks. Acquirers then collect all such
transaction data from each of their merchant clients and submit them to MasterCard
and Visa. The associations act as clearinghouses, sorting these transactions according
to the financial institution that issued each card (the “issuer”), and sending each issuer
(or its agent) a data file listing each transaction made by the issuer’s cardholder
customers. Each data file includes the identity of the merchant and the amount of the
transaction. Issuers (or their data processing agents) receive these transaction records
from Visa and MasterCard in a format that can be transferred directly to the monthly
billing statements of their individual cardholders. TX 6003 at 9, Frankel; TX 2257,
TX 3205 (MasterCard Operations Manual). The core credit card processing system at
MasterCard during the relevant period was called the NET System that, inter alia,
performs the currency conversion calculations. TX 6005 at 35:8-36:1, 38:22-39:2,
Griffith.

(b)

Effects of Non-Disclosure on the Market, Competition and Consumer Behavior

The Court finds that price is always important to consumers. This is common sense
and also consistent with the Durkin study by the Federal Trade Commission, relied on
by defendants’ expert Professor Stewart. TT 7629: 11-21, Stewart. Thus, the Court
concludes it is important for consumers to know about the existence and amount of
defendants’ 1% currency conversion fee. The currency conversion fee is a material
factor in the market because it directly affects the cost of foreign currency conversion
and the overall cost of using a credit card. TX 6004 at 19:17-20:14, Wright; TT



7601:21-7602:1, TT 7629:11-21; TX 2559 at 203, Stewart, (cost items predominated
the list of credit terms important to consumers).

Professor Stewart acknowledged that small differences, in price matters to consumers
because there is a body of research that suggests that most consumers’ are price
conscious shoppers. Consumers would want to be informed of an annual fee of $20
and therefore would want to know about currency conversion fees that can exceed $20
and may be the only cost of using a credit card if the cardholder pays the entire bill in
a timely fashion. TT 7602: 22-7603:13, TT 7631:9-22, TT 7632:6-10, TT 763 5:2-9,
Stewart.

The Court finds that there is no meaningful disclosure to credit card holders of
currency conversion fees by Defendants or their member banks. With some recent
exceptions, Visa’s currency conversion fee is not disclosed in billing statements,
solicitations or applications. TX 6004 at 12:18-24, Wright; TX 1045 (Citibank Visa
billing statement); TX 1018 (Nations Bank Visa billing statement); TX 1136 (Capital
One Visa billing statement); TX 5382 (First USA Visa and MasterCard billing
statements).

Visa has the authority to require disclosure of Visa’s currency conversion fee. Visa’s
operating regulations could, but do not, require that the 1% fee be disclosed in
solicitations and billing statements. TT 1070:15-25, TT 1072:17-20, Allen.
MasterCard’s currency conversion fee is not disclosed in billing statements,
solicitations or applications. TX 6004 at 12:18-24; TX 3238 (Capital One
solicitation); TX 3239 (Direct Merchant solicitation); TX 3240 (MBNA solicitation);
TX 3241 (Household MasterCard solicitation); TX 3281 (Chase MasterCard
solicitation); TX 1313 (Chase billing statement); TX 1045 (Citibank Visa. billing
statement); TX 1018 (Nations Bank Visa billing statement); TT 1136 (Capital One
Visa billing statement); TX 5380 (Direct Merchants MasterCard billing statement);
TX 5382 (First USA Visa and MasterCard billing statements); TX 3286 (MBNA
MasterCard billing statement).



10.

11.

12.

13.

The Court finds Visa and MasterCard’s 1% fee is hidden in the transaction amount on
billing statements and omitted from most, if not all, solicitations. In the context of
credit cards, consumers expect that if fees are to be charged for the use of the card,
those fees will be disclosed. With expectations conditioned by domestic purchases,
consumers, in general, do not expect to be charged an undisclosed fee for use of the
credit card. TX 6004 at 12:18-13:5, Wright; TT 4007:15-4008:6, Wright.

The Court finds the business practice of embedding or hiding the fee in the transaction
amount on billing statements is likely to mislead consumers as to the existence and
amount of any currency conversion fee because the fee is concealed. Consumers are
very likely to notice, attend to, comprehend and retain information on billing
statements which are mailed regularly to cardholders and contain information that
consumers know is important to their economic interests. If the currency conversion
fee were separately identified on billing statements consumers would likely become
informed rather than misled about the existence and amount of the fee. TX 6004 at
13:7-14:11, Wright. IT 4004: 10-21, IT 4011:16A.012:13, Wright; TX 6000 at 39,
McCorrnack.

The Court concludes cardholders are more likely to carefully review their billing
statements than solicitations, advertising, and cardholder agreements because the
billing statement is the most relevant document to cardholders. Professor Stewart
acknowledges there is no way to discern from a billing statement that Visa adds a 1%
fee. TT 7579:15-7580:1, fl 7581:4-10, fl 7578:23-27, TT 7585:24-7586:20, Stewart.
The testimony of Esta Brand, Victor Dahir, Heinz Riehl, Professor Wright, Professor
Stewart and Dr. McFadden establish that the cardholder monthly billing statement is
the communication most likely to be read and reviewed by cardholders. Ms. Brand
did not review her cardholder agreement, but she routinely carefully reviews her
billing statement using a pen to “x” off charges as she reviewed them. Visa
understands that cardholders pay particular attention to the monthly billing statements.
TT 1575:12-21, Dahir; TT 5402:26-5403:28, Riehl; TT 5192:26-5193:17, Brand; TT
7580:2-5, Stewart; TT 5823:2-20, TT 5830:12-20, McFadden; TX 6004 at 13:8-14:18,



14.

15.

16.

Wright.

Professors Wright and Stewart agree that it would be feasible for Visa and
MasterCard to require disclosure of the 1% currency conversion fee in cardholder
billing statements. This feasibility is further evidenced by Chase’s disclosure on
billing statements of its own 2% optional issuer fee, which it describes as a foreign
transaction fee. TX 6004 at 14:3-18, Wright; TX 1313; TT 7578:23-27, Stewart; TX
6000 at 138-39, McCormack; Professor Stewart further acknowledges that the credit
card solicitation is a likely place for consumers to look for a disclosure of a fee such
as the currency conversion fee. Consumers reviewing Chase solicitations are likely to
become aware that Chase imposes a 2% fee on foreign transactions. TX 6004 at
14:20-15:13, Wright; TX 1258; IT 4012: 20-4013:10, TT 4014:20-28, Wright; TT
7576:19-23, TT 7577:4-7, IT 7577:13-16, Stewart. See also TX 1253 (Alaska
Airline/Bank of America billing statements discloses the sum total of 2% optional
issuer fees, but not Visa’s 1% fee), Weiser.

Without disclosure on cardholder billing statements, even savvy cardholders will
remain ignorant of the 1 % MCCR fee. In fact, Visas foreign exchange expert, Heinz
Riehl, who had worked for Citicorp for 35 years and had traveled extensively had
never seen or heard of the currency conversion fee. TT 5403:3-28, Riehl. Similarly,
neither Dr. Frankel, who has studied the credit card industry for 17 years nor Dr.
McFadden had heard of the fee. TX 6003 at 79 n.56, Frankel; IT 5822: 15-26,
McFadden.

Credit card solicitations and applications are readily available for a consumer to use
when comparing the advantages and costs of credit cards. More than five billion
solicitations are mailed each year. Visa pays a share of the cost of mailing these
solicitations through its “mail share program”. TT 1626:26-1627:20, Dahir. Dr.
McFadden agrees that disclosure of the percentage markup or fee in solicitations
would be useful to consumers. TX 6004 at 14:20-15:13, Wright; TT 4012:20-4013:10,
Wright; TT 5816:23-28,-TT 5810:16-19, TT 5812:4-15, TT 5816:19-22; TT 5818:12-
58 19:4, McFadden. Dr. McFadden also cited data in his testimony to the effect that

10



17.

18.

19.

84% of credit card acquisitions are the result of direct mail solicitations. TT 5816:23-
28, McFadden. Consumers reviewing solicitations are likely to focus particular
attention on terms relating to costs, charges and fees when comparing credit card
plans. Thus, the Court concludes consumers are more likely to become informed of
Visa and MasterCard’s 1% currency conversion fee if it were disclosed on
solicitations and applications. TX 6004 at 14:20-15:13, Wright; TT 4012:20-4013:10,
Wright; TT 5816:23-28, TT 5810:16-19, TT 5812:4-15, Tl 5816:19-22, 115818:12-
5819:4, McFadden. (McFadden agrees that disclosure of the percentage markup
applied in currency conversion before the fact and in solicitations is useful).
Congress, in an amendment to TILA, requires card issuers to disclose certain costs of
credit in solicitations in what is known as a Schumer box. Schumer boxes provide for
the disclosure of purchase transaction fees. The most logical place to disclose the 1%
MCCR fee is in the Schumer box as a purchase transaction fee. This is because the
1% fee is imposed on each foreign purchase. TX 6002 at 4:23-5:8 (Rubin); TX
2312A; July 10, TT 2949:15-2950:2 (Rubin).

The Court finds multiple disclosures of information to consumers is important to
ensuring effective communication of a particular message. Thus, disclosure of the 1%
currency conversion fee in billing statements, solicitations and cardholder agreements
would more likely succeed in informing cardholders about currency conversion fees.
TX 6004 at 9:21-10:15, 11:3-23, Wright; TX 6002 at 3:3-5, Rubin.

Currently, Visa’s 1% fee is disclosed only in cardholder agreements, with minor
exceptions noted earlier. (See Finding 7). Consumers receive cardholder
agreements only after the cardholder has applied for and received a particular credit
card. The Court finds cardholders are unlikely to carefully review the dense
cardholder agreement. TX 6004 at 15:17-16:3, 16:6-17:7, Wright. MasterCard does
not require disclosure of the fee in cardholder agreements, having rescinded the

November 1999 Finance Bulletin on disclosure before it became effective.

11



20.

21.

22,

23.

Most consumers do not read the cardholder agreements because they are in fine print
and written in legalese. Professors Stewart and Wright testified that most people do
not read their cardholder agreements: “most people probably put it aside and don’t
spend a lot of time with it ...” (Stewart). The cardholder agreement is a “very complex
document.” Both Professor Stewart and McFadden agree that reading a cardholder
agreement is a “tedious process.” TT 7575 :24-27, TT 7576:10-18, Stewart; TT
5846:21-27, McFadden, (“it’s a tedious document™”). While failing to read a contract
will not generally relieve contractual obligations, this reality does bear on consumer
awareness. Thus, disclosure of Visa’s and MasterCard’s 1% currency conversion fee
only in the small print of dense cardholder agreements is likely to mislead consumers
by effectively concealing the 1% fee. TX 6004 at 15:17-18:17, Wright; TT 3811:25-
3812:9, Wright. See, e.g. TT 5846:21-27, McFadden. See also TT 5192:26-5193:17,
Brand.

Professors Wright and Stewart agree that no survey is necessary to conclude that
consumers are likely to pay more attention to billing statements than to cardholder
agreements. TT 4006:12-4007:9, Wright; TT 7579:15-7580:1, TT 7581:4-10, TT
7578:23-27, Stewart.

The cost imposed on a consumer for using his credit card to make a purchase
denominated in another currency is a function of an underlying exchange rate and one
or two fees that Visa calls “currency conversion” fees. The networks select the basic
exchange rate, which is either a market or government mandated rate and impose the
first fee, the 1% currency conversion fee at issue in this case. Currently, many large
Visa and MasterCard issuers also charge an additional fee, known as an “optional
issuer fee”.

The network fees have varied and can vary. Between 1986 and 1989 Visa charged a
fee and MasterCard did not. See Findings, 1185, 187 and 188. Had MasterCard
increased their MCCR in 1999 as they considered doing, (See Findings, 11204,205)
the network fees would have varied again. Even though both MasterCard’s and

Visa’s fees currently stand at 1%, MasterCard and Visa remain free to set this fee in

12



24,

25.

26.

27.

28.

competition with each other at different levels. Issuer add-on fees vary from 0% to
3%. (See Findings 147 and 48).

Effective competition requires accurate price information. For consumers to play
their role in competitive markets they must be able to effectively compare prices
between competing products and suppliers and “vote with their wallets.” Disclosure
is critical because it allows consumers to make informed choices and to pick lower
prices or evaluate quality/price trade-offs more effectively. TX 6003 at 1160-63,
Frankel; TT 3422:15-19; TT 3597:21-25, Frankel.

The current disclosure practices, i.e., no disclosure in solicitations or on billing
statements, and the embedding of Visa’s and MasterCard’s fees in the transaction
amount does not provide sufficient information to allow for an informed choice
among credit card alternatives or the functioning of the competitive process. Without
disclosure of the existence and level of network fees, consumers can neither detect nor
respond to those prices. TX 6003 f180-89, Frankel.

Market failure can occur if there is a monopoly or information asymmetry. This
occurs when one party, generally the seller, has information that the other cannot
readily obtain, or obtain at all. TX 6002 at 2:2-9, Rubin; TT 2936:2-12, Rubin.

If network currency conversion fees were disclosed in solicitations, applications and
billing statements, they would be easier for consumers to detect and it would be more
likely that competition would be generated over the level of the fees and that the fees
might be reduced or eliminated. TX 6003 {{23-25, Frankel; TT 3252:15-26, Frankel.
Defendants and their experts assert that disclosure of an “all-in effective rate” (i.e., the
wholesale exchange rate with fees included) in the billing statement is all that is
required. “Itis the total price that is important to the consumer, and this total price is
conveyed not by any mark-up, but by the total exchange rate including any mark-up.”
TX 6402, 142, Stewart. Not all issuers disclose this “all-in” rate. TX 1095 Chase
MasterCard billing statement; TX 1136 (Capital One Visa billing statement); TX 1045
(Citibank Advantage billing statement); TX 5384 (MBNA billing statements). Nor do

Visa or MasterCard require the disclosure of this “all-in rate,” though both have

13



29.

30.

31.

directed the manner and content of communication with cardholders about currency
conversion. TX 5000; TX 3154; TX 2076, 2077, and 2089; see also TT 7121:9-11,
Fischer (Spoke with FRB on behalf of MasterCard and did not seek permission of
banks).

The mere disclosure of the “all-in effective rate” is insufficient to provide effective
competition between Visa and MasterCard regarding currency conversion fees.
Indeed, the Court finds there is no competition between Visa and MasterCard on
currency conversion fees that have parallel tracked at exactly one percent for Visa and
MasterCard since 1989. In this instance, there is complete equality among the
defendants, and thus, no competition. Dr. Frankel makes the point by observing that
consumers are better able to comparison shop (and thereby foster competition) by
receiving itemized billings that include separately stated fees and charges. He
analogizes to the itemized hotel bill that shows the $2 per minute surcharge for each
calling card call, the fax charges, the city taxes and separate hotel specific charges.
While consumers may certainly compare the “all-in effective rate” for hotel bills and
in using various credit cards for foreign currency transactions, itemized billing
facilitates comparison shopping and intensifies competition. TX 6003 1123-25, 73-
74, fn. 51, Frankel.

Competition is more likely to be effective when prices (here, fees for using a credit
card abroad) are known. Clear disclosures, for example, in billing statements, (the
communication most attended to by consumers) reduces the “cost” to consumers of
obtaining price information making it more likely that consumers will see and react to
prices. TT 3280: 17-28, Frankel.

Knowing in advance the level of currency conversion fees, including the one percent
charged by Defendants together with any optional issuer fees charged by member
banks, is a practical and reliable way to determine which card results in lower billed
transaction prices because it will almost always be predictive of which credit card
offers the lowest transaction cost (currency conversion fees) for a foreign currency

denominated transaction. The networks one percent fee is 100% predictive between
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32.

33.

Visa and MasterCard issuers because they use the same base rates intra network. As
between Visa and MasterCard, which represent 93% of the cards issued in the United
States which are usable for foreign transactions, it is predictive roughly 95% of the
time and as against American Express, around 90% of the time. TX 6015 at 12-4, 9-
12, Frankel Rebuttal; TT 7811:24-7812:5, Frankel.

Attempting to learn price levels after the fact by comparing “all-in” rates calculated
from, or shown on, billing statements is inefficient and impractical and insufficient to
permit the competitive process to function. The “effective rate” only appears after the
fact and, absent disclosure of the embedded transaction fee levels, provides little or no
reliable information in advance to guide future decisions. And because the cost of
acquiring this information is so high, it is neither efficient nor feasible to expect that
effective competition would result by a requirement that a consumer make repeated
overseas trips, utilizing multiple cards on the same day so as to compare, after the
fact, effective rates. TX 6003 at 1180-89, Frankel; TX 6015 at 115, Frankel Rebuttal.
The Court’s finding of no meaningful competition between Visa and MasterCard
concerning currency conversion fees is due in part to the networks operating as input
joint ventures. As observed by Robert Norton, MasterCard’s General Counsel, the
decisions of one board are disseminated to its members who are also members of the
other network, and therefore both Visa and MasterCard operate in a fishbowl, each
knowing what the other is doing. According to Mr. Norton, MasterCard and Visa
don’t compete in any conventional business sense. TX 3185, MasterCard Second
Supp. Responses To First Special Interrogatories, No. 14(a), (d); TT 4100:8-4101:13.
Notwithstanding this anomaly in the marketplace, the Court finds disclosure is likely
to bring about competition between Visa and MasterCard (and among their issuers) on
the prices they charge for foreign transaction fees to consumers because without
disclosure and consequent consumer awareness there is no incentive for Visa or
MasterCard to compete over the level of currency conversion fees. TX 6003 at
19102-104, 109-117, Frankel. If consumers are aware of the fees charged by

competing brands (Visa and MasterCard), movement to the lower priced network and
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34.

35.

the lower priced issuer in the network is facilitated. TT 3259:22-3260:7, Frankel.
Funding a portion of the credit card networks (whose members largely overlap) with
fees paid by cardholders brought about a competition between Visa and MasterCard,
not to charge lower fees, but to compete with each other for the patronage of member
banks to charge equal or higher currency conversion fees paid by consumers. As Dr.
Frankel testified: “[I]f you can identify a fee that you can charge to consumers directly
and they tend not to notice it or they are insensitive to it because of the way in which
it’s applied, you get no negative cardholder reaction. But at the same time you can
lower membership fees and prices, members will like that because they will be able to
attract [sic] more members to issue that brand of cards instead of their rival brand.”
TT 3557:4-15, Frankel. Thus, the “competition” between Visa and MasterCard to
attract the patronage of member banks with lower assessments, has the perverse effect
of increasing fees paid by consumers to these networks. Disclosure to consumers of
these fees would lead to competitive pressure to reduce currency conversion fees. TX
6003 at 11105-108, Frankel.

By imposing this fee at the network level with the attendant network transparency
between MasterCard and Visa, there is in effect a floor or minimum established for
currency conversion fees charged by the networks. The issuers understand and treat
the fee as a network fee and because these fees are used to reduce the network costs to
the issuers, there is no incentive for the issuers to rebate any portion of the fee to the
consumer. The Court’s conclusion in this regard is supported by the fact that there is
no evidence of any issuer ever rebating any portion of a currency conversion fee. TX
6003 at 112, Frankel. TX 5352 at BA000001 (Bank of America —Visa and
MasterCard increase the amount by 1% which they keep as a currency conversion fee);
TX 5353 at CAPONEOOG (Capital One — Visa and MasterCard may charge you a
conversion fee); TX 5363 at UB39 (Union Bank of California — the Bank Card
Associations charge a conversion fee); TX 5359 at Fleet 000014 (“Bank does not
control the rate, date or place of exchange.”); TX 5357 at FUWB0026 (“Visa or

MasterCard retains this one percent as compensation for performing the currency
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36.
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conversion service.”). This effectively denies cardholders competitive choice and the
ability to shop for a price below the network set 1% price floor. TT 3558:24-3559:8,
Frankel.

The Court finds the most appropriate way to view the evidence from an economic
perspective is that the networks, Visa and MasterCard, are imposing an invisible
network level currency conversion fee directly on consumers. The Court finds this to
be a deceptive business practice that causes significant injury to consumers by
preventing competition between the networks. It also inhibits competition between
member banks on currency conversion fees contrary to the general practice of
competitive pricing on terms such as interest rates, late fees, annual fees, and frequent
flier miles. TT 3558:10-18, Frankel.

(©)
Relevant Market Analysis

(Comparison of Credit Cards and Retail Currency Exchange)

As a preliminary matter, the Court notes that the following findings in the area of
relevant market analysis are not made in the antitrust context. As noted in the
Introduction, this case does not concern claims of antitrust violations. Rather, the
findings on relevant market analysis bear on the Court’s determination of “unfair”
business practices which are injurious to consumers and which constitute a violation
of the UCL.

A consumer seeking to use a credit card to transact in another currency has little
choice but to incur a currency conversion fee. Visa and MasterCard, which together
account for about 93% of the cards issued in the United States that can be used
abroad, both impose the fee. American Express also imposes a fee that was 1% until
1999, and is currently at 2%. E.g., TX 3147 at MCS0021677 (Amex raised its
currency conversion fee from 1% to 2%); TX 6008 at 80:7-83:2, Sisti, (Amex
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currently charges a 2% “conversion charge” on foreign charges).

A U.S. issued credit card confers on the holder access to a dollar denominated line of
credit from his issuing bank. The cardholder is obligated to repay his issuer only in
dollars. Making a purchase denominated in a foreign currency with a U.S. issued
credit card does not create any obligation to deliver foreign currency to the merchant
or the issuing bank. TX 6033 at 11128-35, Frankel.

Because a large percentage of issuers settle in the same currency in which U.S.
cardholders are billed, i.e., the U.S. dollar, and because settlement in the MasterCard
system (and the Visa system as well) occurs on a net basis, only a small amount of
currency relative to the total amount of transactions on which the fee is levied, must
actually be bought or sold by MasterCard to balance their system each day. TX6000
at 1177-87 (McCormack); TT6837:1-6, TT6839:4-9 (Griffith). Moreover, this
amount is determined by net differences in settlement currencies between acquirers
and issuers and has nothing to do with the differences between the transaction
currency and billing currency of a given consumer charge, which is what triggers
imposition of the 1 % fee. 1d. The mere fact that MasterCard (and Visa) charges the
fee on every transaction incurred by U.S. consumers in Latin America when every
bank on both continents settles in U.S. dollars illustrates the lack of nexus between the
transaction fee imposed by MasterCard (and Visa) and the “conversion” of any
“currency.” TX6000 at 177-87 (McCormack).

The process of using a credit card in a foreign currency denominated transaction thus
contrasts with a transaction involving a retail currency exchange outlet such as
Travelex or Thomas Cook where one is actually seeking to acquire or exchange hard
currencies. In a credit card transaction, foreign currency is not provided to the
cardholder. TX6003 at 11128-135 Frankel; TX 6000 at 173, McCormack.
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MasterCard and Visa convert the transaction currency into the billing currency
because the network system requires it. TX 6000 at §{73-75, McCormack (“No
currency conversion or currency exchange is performed by Visa or MasterCard for the
benefit of Cardholders.”). TX 6003 at 113, Frankel (The currency conversion service
is, from the cardholder’s perspective, nothing but an “arithmetic exercise.”).

Foreign currency providers do not view Visa or MasterCard as competitors. TX 6010
at 102:7-14, 167:11-168:3, Montgomery (traditional competitors are retail exchange
shops, not credit cards); 201:10-20 (Thomas Cook/Travelex compares other retail
exchange providers when pricing, not credit cards); TX 6009 at 122:14-21, Walsh
(American Express conversion rates for hard currency are distinct from rates it
provides its cardmembers.). The foreign bank note business involves physical bank
notes, bundles of cash in armored cars and insurance and travel options as opposed to
electronic transactions and point of sale terminals in the credit card industry. TX 6008
at 131:17-132:7, Sisti.

To compare using a credit card to make a foreign purchase with converting actual
currency to make a purchase is inapt and misleading. Consumers use a credit card
precisely because they do not want to spend dollars to buy foreign currency. Visa and
MasterCard, because they net settle and settle in only a relative handful of stable non-
U.S. dollar currencies, merely act as a clearinghouse performing arithmetical
calculations at insignificant cost. Relatively little actual currency gets bought or sold
and no currency gets bought or sold at retail. In an open and competitive market, this
low cost of net settlement would be available to the general cardholding public. TX
6003 at 1128-135, Frankel.

By establishing a network-level fee that funnels directly to cardholder billing
statements, the efficiencies of net settlement are not realized at the consumer level
where the price to consumers would otherwise approximate the marginal costs (near
zero) of Visa and MasterCard in providing this service. TX 6003 at 11128-135; TT
3253:1-14; TT 3339:2-5, TT 3415:21-3416:1, Frankel. In a market in which currency

conversion fees were disclosed and set in competition, rather than at the network
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level, it is not unreasonable to think they would be reduced to zero because there are
no significant variable costs. TT 3253: 1-14, Frankel.

Use of a credit card and retail exchange of currency are two different products and
retail currency exchange is not the desired product with different features of a
consumer who uses his credit card. In determining whether a suggested alternative to
a product is sufficiently substitutable so as to be effective at keeping prices at a level
that consumers are not overcharged it is appropriate to look at business documents
and past price behavior. The evidence in this case is clear that retail currency
exchange has not constrained credit card foreign charge transaction fees. TT 3564:26-
3566:4, Frankel.

The level of transaction (“currency conversion”) fees for foreign charges imposed in
the MasterCard and Visa network on cardholders have increased not decreased,
notwithstanding the constant “alternative” of retail currency exchange. MasterCard,
which had no network *“conversion” fee between implementation in 1986 and October
of 1989, initiated a 1% fee at that time. See Findings, 11165, 188, infra. When
examining the possibility of raising the fee in 1999, internal documents indicated the
only potential constraint to doing so was whether member issuers would raise their
own currency conversion fees first (see Finding, 1205). Whereas issuers used to
charge no add-on fees (OIF in the Visa system, ICCR in the MasterCard system (TX
6005 at 162:25-163:23, Griffith), in the late 90s most added fees of 1-4%, such that
the weighted average total of currency conversion fees charged is now over 2.5%. TX
6003 at Table 2, Frankel; TT 3203:6-11, Frankel; TX 6003 at 11164-172, Frankel.
The evidence shows that the presence of a competitive retail currency market has not,
to date, constrained the increasing transaction charges on credit card transactions
denominated in foreign currencies. TT 3569:11-16, Frankel.

Retail currency exchange seller’s prices are driven by competition, not with credit
card conversion rates, but by their own cost structures, which are very different from
those of a net settling credit card network like Visa and MasterCard, and by

competition with other retail currency sellers. Foreign currency providers do not view
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Visa or MasterCard as competitors. TX 6010 at 102:7-14, Montgomery; id. at
167:11-168:2 (traditional competitors are retail exchange shops, not credit cards); id.
at 201:10-20 (Thomas Cook/Travelex compares other retail exchange providers when
pricing, not credit cards); TX 6009 at 122:14-21, Walsh, (American Express
conversion rates for hard currency are distinct from rates it provides its card
members.); TX 6003 at 11152-154, Frankel. Likewise, MasterCard dismissed the
notion that cash or checks constrained their ability to raise MCCR when they
considered doing so in 1999; TX 3147 at MCS0021673, MCS0021690.

Retail currency exchange and credit cards have different features and are not the same
product. The inferiority of these alternative methods combined with the inability of
consumers to detect added fees gives Visa and MasterCard the ability to exploit credit
card customers without fear of significant numbers of those transactions defecting to
those alternatives. The correct benchmark for assessing consumer welfare relative to
foreign credit card purchases is not inferior and different payment products, but rather
a more competitive credit card market which would pass the efficiencies of net credit
card settlement to consumers. TX 6003 at 1126-28, 120-123, 127, 142-154, 157-158;
TT 3322:4-13; TT 3570:7-3571:16, TT 3601:9-22, Frankel.

Assessment of the substitutability of alternative products or services for the purpose of
evaluating whether they effectively constrain the price of another product or service at
competitive levels is frequently undertaken in economics. TT 3564:18-3569:20,
Frankel.

In such substitutability analysis courts look at the “cross-elasticity of demand”
between one product and the other, i.e., the degree to which a consumer will increase
his purchase or use of one product as the price of another product changes. This gives a
measure of substitutability of products in response to changes in their relative prices.
TT 3197:22-3198:5, Frankel, TT 3197:15-17.
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Consistent with the court’s findings in United States v. Visa U.S.A., Inc., 163 F. Supp.
2d 322, 335 (S,D.N.Y. 2001) (TX 418 1),% cash and checks are not in the same product
market as credit card services, which is to say they are insufficiently substitutable to
effectively restrain transaction fee levels on foreign credit card transactions. The
conclusion reached in United States v. Visa regarding substitutability is even more
forceful in this case since obtaining cash is more expensive in foreign countries;
travelers checks are likewise expensive and personal checks are largely not an option
atall. TT 3582:12-3583:1, Frankel. These other payment methods are irrelevant
benchmarks for assessing the “reasonableness” of credit card transaction fees. TX
6003 at 11153-156, Frankel.

In sum, retail currency exchange and credit cards have different features and are not
the same product. Retail currency exchange is a more expensive and less convenient
payment “alternative” that offers little or no competition with credit cards in the
currency conversion market. This is particularly true where consumers cannot detect
currency conversion fees because they are hidden in the transaction amount. The
correct benchmark for assessing consumer welfare relative to foreign credit card
purchases is not inferior and different payment products, but rather a more
competitive credit card market which would pass the efficiencies of net credit card
settlement to consumers. TX 6003 at 1126-28, 120-123, 127, 142-154, 157-158; TT
3322:4-13; TT 3570:7-3571:16, TT 3601:9-22, Frankel.

B.
Findings of fact as to the History and Structure of Visa

Visa is headquartered in Foster City, California. TT 405:22-406:6, Nordemann; TT
770:15-28 Fong.

% In that case, the court found:

[T]he general purpose card ... market [is one of] the relevant markets for antitrust analysis in this
case. Although the defendants argue that the relevant market is one which includes all methods of
payment including cash, checks, and debit cards, the defendants’ own admissions and evidence of
consumer preferences support Prof. Katz’ opinion and demonstrate the existence of a general
purpose card market separate from other forms of payment. Id.
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“Visa U.S.A. is a member of Visa International, which administers the Visa system
worldwide.” Nabanco I, 596 F. Supp. at 1236 n.3. Visa U.S.A. is Visa International’s
licensee for the Visa trademarks and brand in this country, and sublicenses the use of
the brand to member banks in the United States. United States v. Visa, 163 F. Supp.
2d at 406 (citations omitted.) TT 1028:9-1029:4, 1034:18-1035:2, 1033:15-1034:2,
Allen. TX 2407 at VSW0081084-86; TX 2451 at VSW0114580-82; TX 2476 at
VSW0120020-21.

“Visa U.S.A. enters into contractual relationships with member financial institutions,
authorizing them to use the Visa payment system and the Visa mark. TT 1029:20-
1030:1; TX 2451 at VSWO0114580; TX 4002, Art. Il; TX 4006. Visa has no
contractual relationship with cardholders. TT 1057:25-28, Allen. All Visa members
are required to adhere to the By-Laws and Operating Rules and Regulations. A
member can be expelled for violations of the By-Laws. TX 4003 at §2.17
(involuntary termination); TT 419:17-420:7, Nordemann; TT 967:27-968:7, Allen; TT
1565:20-26, Weiser; TX2261, at VSW1536 (Visa 1999 By-Laws, §2,02).

Visa U.S.A. “is managed by a Board of Directors (elected by its members) and by a
management team. This team is responsible for the day-to-day operations and has
certain authority delegated by the Board.” United States v. Visa, 163 F. Supp. 2d at
333. TT 1064:12-1065:2, 1067:14-22, 1068:21-1069:1, Allen. TX 2407 at
VSW0081084-86; TX 4002 Articles IV, V, and VII. The Visa USA Board of
Directors, with minor exceptions, is comprised of senior executive officers of its
member banks. TT 1064:12-1065:2, Allen.

Apart from voting for directors, and on other matters that may be put to a vote in
accordance with the by-laws, Visa’s member banks do not have authority to direct
Visa U.S.A.’s affairs. TT 1035:3-1038:3, 1042:7-19, 1053:24-27, 1054:8-1055:15,
1069:2-9, Allen. TT 5262:26-5263:11, Theoharis; TX 4002.

Visa U.S.A. charges various fees to its members in order to finance its operations, and
it balances its expenses and revenues such that it operates on a not-for-profit basis
overall. TT 974:28-976:14, 1049:8-19, 1061:16-23, Allen. TT 2804:17-25, Rubin.
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Visa collects revenue in excess of its expenses only to the extent necessary to
accumulate reserves that are required for regulatory or liquidity reasons; maintenance
of these reserves is properly regarded as a cost of doing business. TT 1131:11-21,
1371:6-1372:16, 1380:3-1383:20, 1388:12-21, Cleveland. TT 1532:22-1533:3,
1685:26-1687:3, Dahir. TT 2548:16-2549:14, McFarlane. TX 6401 at 11167-1609,
McFadden. However, the Court finds that although Visa (and MasterCard) operate on
a not-for-profit basis, to the extent that fees are generated from sources outside the
Visa network and its member banks, (e.g., from cardholders), such revenues are a
form of “profit” in that they may be used to reduce the expenses for operating the Visa
network and thereby reduce the fees and assessments chargeable to Visa’s member
banks.

Visa indemnifies other participants in the system against a member’s failure to honor
its settlement obligations but Visa International may and does pursue assets of the
failed member, including collateral. TT 976:15-980:12, 1050:12-1052:21, Allen; TT
1538:3-1539:11, Dahir; TT 1129:8-1130:21, 1388:22-1393:10, Cleveland; TT 420:24-
421:11, 4514:13-4515:9, Nordemann; TX 4002, Art. IX; TX 2451 at VSW00114585
(Visa USA FY 2000 Financial Statements, Note 8-Restricted Assets and Liabilities);
Visa U.S.A. observes corporate formalities. TT 1030:25-1046:8, Allen.

There is no evidence of any agreement between Visa U.S.A.”s member banks giving
banks an interest in each other’s profits, nor do they share profits in practice. Further,
there is no evidence of any agreement between Visa’s member banks giving banks an
obligation to bear any part of each other’s losses, nor do they share losses in practice.
TT 970:4-11, 972:5-17, 974:16-27, 976:15-28, 1055:22-1056:14, Allen. TT 3537:20-
3538:10, Frankel.

Visa International is a Delaware membership corporation owned by its members.
United States v. Visa, 163 F. Supp. 2d at 406. Visa International is organized into six
regions (U.S.A., Canada, European Union, CEMEA, Latin America, and Asia
Pacific), two of which, (U.S. and Canada) are separately incorporated. TT 1028:11-
14, 1033:15- 1034:2, 1035:23-1337:14, Allen; TT 1120:12-1121:12, 1121:25-
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1122:10, Cleveland; 1508:25-1510:10, Dahir; 769:18-27, Fong; 4515:10-4516:28,
Nordemann; TX 2407 at VSW0081084-86; TX 4004; TX 2476 at VSW0120020-21;
TX 4005.

Visa International owns the Visa trademarks and brands, and licenses that brand to the
various regions, including Visa U.S.A., which in turn sublicense the use of that brand
to the member banks for use according to the terms set forth in the by-laws and
operating regulations. United States v. Visa, 163 F. Supp. 2d at 406 (citations
omitted); “Visa International’s ‘role is dominant’ on issues relating to the Visa
brand.” United States v. Visa, 163 F. Supp. 2d at 406 (citations omitted). Allen,
1034:18-1035:2; TX 2407 at VSW0081084; TX 2451 at VSW0114582; TX 2476 at
VSW0120020-21.

“Visa International By-law Section 15.02, entitled ‘Fundamental Principles,” defines
the relationship between the Visa International Board of Directors and its Regional
Boards, including the Visa U.S.A. Board. The Visa International Board has sole
authority to regulate interregional matters.” United States v. Visa, 163 F. Supp. 2d at
406-07 (citations omitted). Dahir, 1520:16-1521:20; Nordemann, 4516:7-28; TX
4003 at 815.02.

Outside North America, each of Visa International’s regions comprises many
countries. The functions served by these four regions largely concern cross-border
(i.e., non-domestic) transactions and card use (e.g., processing of international
transactions, and advertising associated with international card use). Cleveland,
1358:18-23, 1361:10-21, 1367:28-1368:12, 1402:26-1403:25, 1445:26-1446:21.
Although Visa International is incorporated as a for-profit company, it is operated as a
not-for-profit association and is supported by fees paid by members. Visa
International sets its fees to cover the costs involved in providing the basic
infrastructure to the members, but does not charge license fees or royalties. While the
corporation makes a “profit” from these fees, it does not try to maximize earnings, and
the “profit” earned is used to maintain a capital surplus account to pay merchants in

the event of a member bank failure to honor its settlement obligations. United States
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v. Visa, 163 F. Supp. 2d at 332. Allen, 974:28-976:14, 1049:8-19, 1061:16-23,;
Cleveland, 1131:11-21, 1371:6-1372:16, 1380:3-1383:20, 1382:20-1383:20, 1388:12-
21; McFarlane, 2500:28-2501:5 (Visa operates on a not-for-profit basis), 2548:16-
2549:14 (Visa’s creation and maintenance of reserves for regulatory or liquidity
reasons is properly considered a cost of doing business); Rubin, 2804:11-25
(describing Visa as a “nonprofit organization”); TX 6401 at §1167-168 (McFadden
Direct Testimony).

Member banks in the United States do not have any direct relationship with Visa
International. Instead, they are members of Visa U.S.A., which in turn is a member of
Visa International. Allen, 1033:15-1034:2, 1035:3-11; TX 2407 at VSW0081084-86.
Visa International’s by-laws, operating regulations, nor any other agreement give Visa
International any interest in the profits earned by the member banks. Likewise, there
is no evidence of an agreement between member banks and Visa International
pursuant to which Visa International must bear any part of the losses of the member
banks. Allen, 1048:22-1049:2, 1050:5-11; Cleveland, 1389:26-1390:1, 1391:1-18,
1446:22-1447:5; TX 4001; TX 4003.

Visa International collects its revenues from members. There is no agreement
between Visa International and members pursuant to which the members have a right
to receive dividends. Although Visa International has never distributed dividends, if
the board of directors of Visa International were, in its discretion, to distribute
dividends, such dividends would be calculated as a refund of service fees rather than
as a return based on ownership. Allen, 1049:3-5; Cleveland, 1131:11-21; TX 2451 at
VSWO0114582; TX 2476 at VSW0120020; TX 4003; §11.01.

Visa International cannot force its members to bear any losses. Instead, it would have
to increase its fees prospectively. Allen, 1048:3-16, 1050:12-1052:21; Cleveland,
1346:8-1347:23; TX 2407 at VSW0081084; TX 2476 at VSW0120020.
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Visa International does not own any part of its members’ card programs. Allen,
1048:17-21.

Visa International observes corporate formalities. Allen, 1040:25-1048:16;
Cleveland, 1115:22-1116:3, 4810:20-4811:12.

The Board of Directors of Visa International and Visa U.S.A. adopt and amend the
corporations’ bylaws pursuant to Delaware law and the corporations’ certificate of
incorporation. TT 1030:25-1031:20, 1038:25-1039:1, Allen; TX 2476 at
VSW0120029-30.

Visa U.S.A. and Visa International have bylaws to establish basic rights and
obligations of membership, including, inter alia, duties and obligations of directors,
duties and obligations of members and responsibilities of directors and officers. TT
1030:25-1031:7, 1038:16-24, Allen.

C.

Findings of Fact as to Visa’s Currency Conversion Business Practices

(@)

History and Implementation of Visa’s Network Currency Conversion System

In the mid-1980’s, international use of Visa cards was much more limited than today.
During that time a Visa card could be used in about 100 countries, while today it
maybe used in over 200 countries. TT 4517:1-13, Partridge. In the mid-1980s there
were a number of problems associated with the use of Visa cards in foreign countries,
including authorization delays, functionality problems, limited merchant participation,
and limited numbers of countries where the cards were in use. TT 7355:2-8, 7355:10-
20, Partridge; 426:24-427:4, 4515:10-16, 4517:1-4518:5, 4553:20-4554:19,
Nordemann; 1111:23-1112:5, 1305:5015, 1349:12-1350:23, Cleveland.

Before 1987, Visa settled and, cleared exclusively in U.S. dollars. Foreign acquiring
banks participating in the Visa system had to settle with Visa in U.S. dollars and

convert amounts in foreign currencies into U.S. dollars. Issuing banks were free to
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mark currency conversion rates up or down, (no evidence was offered at trial to
suggest that the rates were ever marked down) and foreign issuers had to convert from
U.S. dollars into the billing currency. TT 412:6-11, 414:8-28, 419:20-22, 430:8-
431:2, 4519:24-4520:12, 4553:17-19, 4640:4-7, 4663:28-4664:28, Nordemann;
778:28-779:3, Fong; TX 2378.

The rate that foreign acquirers used to convert transactions to U.S. dollar was the
subject of Visa International operating regulations that gave foreign acquirers latitude
in selecting an inter-bank rate not less than the bank’s cost of obtaining U.S. dollars,
plus 0.25%. Because of routine fluctuations in exchange rates, and opportunistic
delays in processing transactions, acquiring banks were able to take advantage of
these market fluctuations which resulted in less favorable rates for the cardholder and
attendant uncertainty in what consumers could reasonably expect by way of currency
exchange rates. Visa did not have an effective way of regulating the rates submitted
by acquirers. TT 412:12-18, 548:15-549:7, 580:14-582:4, 4523:14-20, 4529:20-
4230:20, 4536:14-4538:9, 4539:2-4540:14, 4643:7-4646:16, 4677:27-4679:3, 582:7-
583:15, 4540:15-4542:9, 4653:4-14, Nordemann. Not surprisingly, this generated
complaints from members and cardholders about excessive rates from acquirers,
unpredictable rates, in addition to objections from foreign members to settling in U.S.
dollars. TT 502:1-9, 525:26-526:14, 4521:22-4522:5, 4523:3-20, 4523:13-4527:13,
4528:3-19, 4536:12-4529:1, 4543:14-28, 4679:25-4680-18, Nordemann; TT 1413:26-
1418:26, Cleveland; TX 2378.

David Nordemann was the Chief Financial Officer of Visa from 1981-1984. In 1985
he authored the report entitled Alternative Methods of International Clearing and
Settlement (“Nordemann Report”). TX 2003. As part of the Nordemann report, TX
2003, Visa did an audit of the rates submitted by acquirers. The audit revealed that
acquirers were taking advantage of the rate fluctuations and charging “margins” of 5%
or more. The Nordemann Report recommended that Visa adopt a new multi-currency
system to clear and settle cross-border transactions. Id. At VSW0027099; TT 417:26-
418:4, TT 426:12-21, TT 442:26-443:3, Nordemann.
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The Nordemann Report recommended a new system in which acquiring banks would
enter transactions into the Visa system in local currency and accept settlement in any
one of 26 currencies instead of being limited to US dollars. Visa would convert the
transaction currency into the billing currency and perform net settlement among
members, buying what little currency would be required to balance the system to zero
each day. TX 2535, TT 849:3-851:23, 5010:4-5012:24, Fong. Visa would also add a
1% currency conversion fee after converting the transaction amount into the billing
amount in the issuers’ currency. This fee would be embedded in the transaction
amount billed to the cardholder. TX 2003 at VSW0027103; TT 4542:16-22,
Nordemann; TT 5115:6-12, Dorsey; TX 2257 at 7-38; TX 2417. The Court finds the
Fee Conversion example on page VSW0085351 of TX 2417 instructive. The
cardholder would have no convenient means of discerning the imposition of a
currency conversion fee assessed by Visa unless it was separately identified in the
billing statement. The same is true of any Optional Issuer Markup Fee referred to in
TX 2417.

Visa’s primary purposes in designing, developing, and implementing the multi-
currency settlement system were to achieve more consistent conversion rates, prevent
excess acquirer markups, and to raise money from cardholders, “[The new system]
has the effect of shifting a portion of Visa’s operating costs away from the Members
to cardholders.” TX 3015 at MCS0027338; TT 255:19-22, TT 256:9-10, TT 257:12-
15 (Visa Opening); TT 447:6-9, TT 450:19-23, TT 458:12-20; TT 4636:3-5,
Nordemann (*...it was a good way to raise money...”) TT 1431:8-20, Cleveland (new
revenue stream for Visa).

Visa’s acquiring members were concerned about losing “revenue streams” under the
new system prohibiting acquirers from marking up international transactions. Thus, it
would have been difficult for Visa to convince its members to approve changes to the
settlement system if the costs of developing and operating the system were to be paid
by members rather than cardholders. TX 2003 at VSW0027096 (“Members expressed

concern over loss of income ... if Visa performed currency conversion.”); TT 450:24-
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28, TT 452:9-14, TT 454:12-19, TT 4639:5-6, Nordemann (“most members don’t like
us to take away revenue streams from them”).

The Nordemann report contained five assumptions for the new currency conversion
system. TX 2003 at VSW0027096. Two of the five assumptions related to informing
or disclosing the conversion fees to the cardholder. It may be reasonably inferred that
the reason for informing or disclosing the fee to the cardholder was because Visa
expected the cardholder was going to pay the .75%* currency conversion fee.

The Court finds that Visa initially contemplated at the time the new system of
currency conversion was being developed that cardholders would pay the fee and be
informed that international transactions are converted at a wholesale rate plus .75%.
In explaining the “cardholders are informed” language in his report, Mr. Nordemann
testified that he thought that informing cardholders that transactions are converted at a
wholesale rate, plus a .75% fee, to be a “selling point” for members to their
cardholders because it was a favorable rate. TT 500:8-18. Notwithstanding this
testimony, such an intention is not discernable from reading the Nordemann Report.
When considered in light of the Reports reference to concerns expressed by members
over the loss of income if Visa performed currency conversion, and the amelioration
of those concerns by dividing the .75% fee equally among Visa, acquirers and issuers,
it appears clear that informing cardholders about the fee was not a marketing
consideration, but rather a revenue consideration which ultimately had implications
for cardholders. It also appears that payment of the fee by cardholders was a means of
blunting opposition from foreign acquirers to the new system. TT 454:11-28,
Nordemann. These findings are buttressed by TX 3015, the November 17, 1986 Staff
Letter to the Asia Pacific Region, reciting Visa’s understanding that the new multi-
currency conversion system has the effect of “shifting a portion of Visa’s operating
costs away form the Members to cardholders.” The Court finds that from the
inception of the new currency conversion system Visa intended and expected that its

.75% fee would be paid by cardholders.

As ultimately adopted, the fee was established at 1% and has remained at that level to the present.
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Based upon the Nordemann Report, the new multi-currency conversion system was
approved by the Board of Directors of Visa in October of 1986 and became effective
March 31, 1987. The currency conversion fee was fixed at 1%. The fee has remained
at 1% since 1987. At the time the new multi-currency conversion system went into
effect in 1987, there was no Visa U.S.A. regulation requiring that cardholders be
informed that international transactions were converted at a wholesale rate, plus 1%.
TT 404:6-405:6, 469:4-23, Nordemann. The Court finds that Visa’s multi-currency
conversion system implemented in 1987 is a business practice within the meaning of
Business and Professions Code 8 17200. At the time of the adoption of the new
currency conversion system in 1986, the Board of Directors, with minor exceptions,
was comprised of senior executive officers of the member banks. TT 1064:12-1065:2,
Allen; TX 6000 at 166, McCormack.

(b)

Currency Conversion Fees Imposed on Visa branded Cardholders

The Court finds the 1% charge imposed by Visa for international credit card
transactions has always been a “fee” and not part of the conversion “rate” used to
translate foreign transaction amounts into U.S. dollars. Visa’s contemporaneous
documents refer to the 1% charge for processing international transactions under the
new multi-currency settlement system as a “fee”. TX 2003 at VSW0027096 (“Visa
converts at its trading rate plus a conversion fee of 0.75”); TX 2012 at VSW0080912
(“If an issuer wishes Visa to apply a conversion fee in excess of 1%, the excess will
accrue to the issuer.”); TX 2229 (“Multi-Currency Conversion Fee — paid by the
cardholder”); TX 3015 at MCS0027338 (“At the same time a portion of the
conversion fee will accrue to the Asia Pacific Region”; TX 2012 at VSW0080912
(“International Conversion Fee: It is recommended that the Visa International Board
adopt an International Conversion Fee equal to ....”); TX 2016 at VSW0027691
(“Resolved, that a conversion fee be applied ....”); TX 2001 at VSW0027505 (one
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method of defraying costs is for Visa to apply a small conversion fee) (emphasis in
original); TX 2256 at 2-45 (“Reconciliation of conversion fees.”); TX 2257 at 7-38
(“The amount posted to the cardholders account is a combination of the following ...
currency conversion fee charged by Visa ....”).

Actual currency trading by Visa and large money center banks, such as Chase and Citi
Corp, is carried on at minimal spreads between the bid and offer price. A 1% fee is
not a usual or standard markup in foreign currency trading. This further supports the
Court’s finding that Visa intended that the 1% fee was to be paid by cardholders and
was not part of a wholesale rate to issuers. TT 5422:13-19, TT 5424:18-24, Riehl
(0.02% or $2000 on a $10,000,000 transaction); TT 4630:9-14; TT 4554:20-4555:1,
Nordemann.

The Visa Board Of Directors approved Operating Regulations stating that the
“Currency Conversion Rate” is defined as a “wholesale market rate ... increased by a
one-percent conversion fee.” TX2030 at VSW0063657; May 28, TT 572:26-573:17
Nordemann.

Visa International sets and collects this 1% processing fee through its member banks.
TT 991:6-992:20, Allen, (1% conversion fee could appropriately be described as a
“processing fee”). It has the authority to and must approve regional operating
regulations that have inter-regional effect. Therefore Visa International approved both
the European Operating Regulations, terming it a processing fee, and the U.S.
Operating Regulation 3.6.G which characterizes it as part of the conversion rate.
There is no difference between the “processing fee” Visa imposes on European
cardholders and the 1% fee at issue here. TT 1520:6-23, Dahir; TX 4003 at §15.02(a)
(Visa International has authority to decide interregional matters).

The Court finds that Visa designed and implemented its currency conversion business
practice with the intention that the 1% currency conversion fee would be imposed on
cardholders. While it is true that Visa has no direct contractual relationship with
cardholders (Finding 156, supra), Visa understood and expected the 1% fee would be

passed through the member banks directly to the cardholders for payment. TT
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465:28-466:2, 467:18-21, 544:16-20, Nordemann. The imposition of the 1% fee on
cardholders by Visa’s member banks is also part of Visa’s currency conversion
business practice.

The Nordemann Report states: “A Visa margin of 0.75% compares favorably with the
American Express disclosed mark up of 1% and Diners Clubs 2.25%. In fact, for the
first time, Visa would be able to compete with these companies in the area of foreign
exchange conversion at the consumer level.”™ TX 2003 at VSW0027097. A
preponderance of evidence establishes that Visa intended to compete with other
networks (American Express and Diners Club) that were directly charging cardholders
a fee for using their credit cards in foreign countries and that Visa intended the 1% fee
to be paid by cardholders.

The Nordemann Report provided that the proceeds of the originally proposed .75%
fee would be divided 0.25% each to issuing region, acquiring region, and Visa. The
regions could, in their discretion, remit some or all of the finds to the issuing and
acquiring banks. There is no evidence to explain why a portion of the currency
conversion fee that Visa contends is a charge to issuers would be paid back to issuers.
TX 2003 at VSW0027097 is clear that “[i]ssuers that apply a conversion fee... are
given an alternative revenue source with the ability to add additional fees if they
desire.” The revenue source refers to the 0.75% fee to be paid by cardholders, 0.25%
of which would be paid to issuers. “Additional fees” refers to fees added by issuers to
Visa’s 1% fees (later known as Optional Issuer Fees). TX2051 is the definition of
currency conversion rate adopted at the time the multi-currency settlement system was
implemented. TT 471:24-28-472:1-22, Nordemann; 1746:15-18, Theoharis.

The Visa Board of Directors approved Operating Rules and Regulations stating that
the currency conversion fee was to be 1% plus or minus such additional fees as the
issuer may determine. The plus or minus language refers to the additional fees that
members could add, not the 1% imposed by Visa. The fact that a bank could charge

cardholders another fee or provide a rebate (which was also the case before Visa

The 0.75% fee was increased to 1% when adopted by the Visa Boards.
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implemented the 1% fee) does not change the fact that Visa intended that cardholders
pay the 1% fee. TT 569:7-16, TT 573:1-11, TT4570:20-25, Nordemann.

Visa stated to its Asia-Pacific members in November 1986 that the new system “has
the effect of shifting a portion of Visa’s operating costs away from the Members to
cardholders.” TX 3015 at MCS0027338. This Member Letter also stated that the new
fee would “permit a reduction of Member processing fees when this service is
introduced” (id.) and “a method of funding has been developed for the operating costs
which solves ... the loss of income problems.” The method of funding was from
cardholders. TX 2003 at VSW0027096; TX 3015 at MCS0027338; TT 516:13-20,
TT 519:16-17, TT 523:11-22, Nordemann.

TX 2229 demonstrates Visa’s recognition that the 1% fee is paid by cardholders. Visa
failed to produce a witness to deny the plain meaning of TX 2229. TX 2229 (“Multi-
Currency Conversion Fee — paid by the cardholder”); TT 4604:3-20, Nordemann; TT
5104:1-6, Dorsey.

The Court finds the issuing banks merely act as the conduits through which Visa’s 1%
fee is collected from the cardholder. TT4614:19-4615:10, Nordemann (“I would
expect that the entire charge including the one-percent fee would go to the
cardholder’s account.”); see also TX 2096, TX 2064.

TX 2257, the VSS User’s Guide, is a systems manual the contents of which is
controlled by the technical staff and pursuant to which the currency conversion fee
charged by Visa is kept separate and distinct from any Optional Issuer Fee. TT
1749:17-1751:20, Theoharis; TX 2417. Visa asserts as an affirmative defense that the
1% fee is a charge to issuers (Visa Answer to Second Amended Complaint, 10"
Affirmative Defense). Visa further contends that issuers have discretion whether to
charge the 1% fee. However, the discretion of issuers to charge a negative Optional
Issuer Fee is not clearly reflected in the “config” form (TX 2519 at VSW0110503)
that appears to only provide for a positive Optional Issuer Fee. 1d. at VSW1100535
(“what percentage does the issuer add to the conversion charged to the cardholder for

inter-regional transactions”). Further, there was no evidence offered at trial of a single
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instance of a U.S. bank charging a negative optional issuer fee. This failure of
evidence further supports the Court’s conclusion that the currency conversion fee is a
charge to the cardholder and not to the issuing bank.

The event that triggers the assessment of the one percent fee is a difference between
the billing and transaction currencies. With the exception of 1:1 pegged currencies,
the 1% currency conversion fee is added to all international transactions. TX 2229;
TT 5682:1-5, Isaak; TT 5013:13-16, Fong; TX 2417.

The 1% currency conversion fee is computed after the transaction currency has been
translated into the billing currency. It is therefore not a component of the rate as Visa
claims. TX 2417; TT 4958:1-14, Fong.

TX 2417, the Visa Optional Issuer Fee — Service Guide is prepared by technical staff
for internal use by Innovant and member banks, and describes how Visa processes
international transactions. The clearing information provided by Visa includes,
among other things, the “Source Amount” (“purchase amount in the transaction”) and
the “Cardholder Billed Amount” (“Destination Amount”). TX 2417; TX 6000 at 122,
McCormack. “This destination amount is the cardholder billed amount in the issuer’s
billing currency.” TX 2417 at VSWO0085351. The cardholder-billed amount and the
destination amount are the same. TT 1754:24-28, Theoharis; TX 2417.

Volume | of the VSS User’s Guide (TX 2257), a manual prepared by Visa for use by
its members, explains the amount posted to the cardholder’s account is a combination

of the following:

* Interchange amount of the transaction;
» Currency conversion fee charged by Visa;

» Optional issuer fee charged by the issuer. If the issuer does not charge an
optional issuer fee, this amount is 0 (zero).

TX 2257 at 7-38, 7-39; TT 814:6-816:20, Fong, (Q. “Isn’t the plain meaning of that
sentence that the destination amount is the cardholder-billed amount?” A. “That’s the
reference in the sentence, yes.”); TT 816:18-21, Fong; (“The destination amount is
indistinguishable from the cardholder billed amount.”); TT 848:12-24; TX 2417; TX
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2241, Fong; TX 4003; TT 1519:23-1523:2, Dahir.

A “config” form is a form completed by Visa regional staff who gather processing
parameters from members. It is then provided to Visa/Innovant. There are
approximately 25 such config forms. TX 2519 is a Visa Member Information
Questionnaire seeking information regarding multi-currency options. It states: “What
percentage does the issuer add to the currency conversion charged to the cardholder
for intra -region transactions?” TX 2519 at VSW0110535. It affords no option for
the issuer to decrease the fee imposed by Visa. TT 798:19-801:12 (Fong).

It is irrelevant to an analysis of whether the imposition of the 1% fee is Visa’s
business practice to claim that issuers pay the 1% fee even if the cardholder does not
pay the bill. In the daily settlement process issuers pay the entire transaction amount
that includes the 1%. This is an extension of credit to the cardholder by the issuer.
Thus, when Visa settles all charges in the system each day, the issuing bank pays both
the charge for lunch in London and the embedded 1% Visa fee on behalf of the
cardholder. TT 846:16-847:9, Fong.

Issuers view the fee as a network fee rather than an issuer imposed fee. Shortly after
November 6, 1991, Mr. Theoharis received a copy of a letter from Audrey Hendler,
Vice-President of Citibank, which had been sued for nondisclosure of the 1% fee, to
American Airlines stating: “As for conversion fees, Visa, not Citibank, assesses a 1%
conversion fee ....” TX 2096 at VSWO0080796 (emphasis in original). Neither Mr.
Theoharis nor anyone else at Visa ever responded to or disputed Ms. Hendler’s claim
that the conversion fee was Visa’s, not Citi Bank’s. TT 1820:16-1821:15, Theoharis.
Not one of Visa’s numerous U.S. issuers has ever decreased or rebated the fee since
its inception in 1987. TT 510:20-27, Nordemann; Tl 1606:17-24, Dahir.
Contemporaneous uncontradicted bank documents establish that it is Visa’s fee over
which banks exercise no control. TX 1289; TX 2064 at VSW0081975.09 (“During
our conversation ... Visa has committed that it will give members ... notice prior to
making any changes to the methodology used in converting foreign currency
transactions or changing the 1% fee.”); id., at VSW0081975.11 (“We [First Chicago]
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do not determine the currency Conversion rate which is used.”); TX 2096 (“As for
conversion fees, Visa, not Citibank, assesses a 1% conversion fee ....”) (emphasis in
original) TX 1016; (Visa and MasterCard retain the 1% as “currency conversion fee”).
Visa presented no evidence that issuers determine what fee should be charged for
currency conversion (except for Optional Issuer Fee). Defendants presented no
evidence that any U.S. issuer made a decision to charge their cardholders the 1% fee
for currency conversion except for adding additional fees. No bank officer or
employee appeared to testify that it was the bank’s policy to charge or even pass along
a 1% fee. Visa produced no documents or witnesses proving that any of its member
banks even considered making a decision to charge the 1% fee. This proof was within
the control of Visa and was part of their burden of proof because the tenth affirmative
defense states, “Member banks and financial institutions make their own independent
decisions about pricing to their cardholders, including how to charge cardholders for
currency conversion.” Answer to Second Amended Complaint at 4:10-17. All other
evidence was to the contrary. TX 2064 at VSW0081975.09 (“During our
conversation ... Visa has committed that it will give members ... notice prior to
making any changes to the methodology used in converting foreign currency
transactions or changing the 1% fee.”); id. at VSW0081975.11 (“We [First Chicago]
do not determine the currency conversion rate which is used.”); TX 2096 (“As for
conversion fees, Visa, not Citibank, assesses 1% conversion fee ...”) (emphasis in
original); TX 2064; TT 273:24-28, TT 276:17-18, Visa Opening.

Chase and Bank of America disclose their own 2% currency conversion fees in
solicitations and billing statements, but do not disclose Visa’s 1% fee. This evidence
provides further support for the finding that banks consider the 1% fee to be Visa’s
fee to the cardholder.® TX 2096; TX 2064; TX 1253; TX 1258; TX 1313.

While the language of cardholder agreements is not identical, nearly all provide evidence that the 1%
fee on cardholders is imposed by the networks, not the banks, For example Bank of America states
“Visa and MasterCard increase the dollar amount by 1%, which they keep as a currency conversion fee.
TX 1016.
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The Court finds embedding the fee in the transaction amount has the effect of
concealing the fee from cardholders and is likely to deceive consumers. Duane Isaak,
a senior systems architect employed by Innovant testified that there is no way a
cardholder can determine from a billing statement that a 1% fee has been added and
collected by Visa International. TT 5682:20-23, (“From her bill, no.”); TT 5683:1-4,
Isaak; see also TX 6000 at 1104, McCormack.

No other fee charged by Visa to issuers is embedded into the transaction amount. TT
5117:4-13, Dorsey.

Chapter 9 — Fees of the Visa International Operating Rules and Regulations sets forth
Base | and Base Il transaction fees. The Visa Integrated Billing Manual lists more
than 3000 fees that Visa charges to its member banks. The 1% currency conversion
fee is not listed in either Chapter 9 nor in the Visa Integrated Billing Manual. This is
evidence that Visa does not consider the currency conversion fee a charge to issuers.
TX 6000 at 138, McCormack; TT 1592:3-1593:26, Dahir.

Mr. Dorsey, Visa’s Senior Vice President of finance in financial planning and
analysis, could not think of any reason why the 1% currency conversion fee could not
be as one of the fees in Chapter 9. TT 5122:18-5123:5, Dorsey. Chapter 9 of the Visa
Operating Rules and Regulations “includes most of the transaction processing type
charges and miscellaneous services.” TT 5112:10-13, Dorsey.

The operating regulations in the European Region, approved by Visa International,
termed “Cardholder Transparency” require disclosure of the 1% currency conversion
fee as a processing fee. TX 2312A, Chapter 4 Visa Regional Operating Regulations,
European Union; TX 2256; TX 6000 at 51-65, 129, McCorrnack. The phrase itself,
Cardholder Transparency, suggests that Visa intended that cardholders be informed of
the processing fee in Europe, but did not want to disclose the fee, i.e., provide
cardholder transparency to U.S. cardholders, because it might trigger TILA disclosure

requirements.
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(©)

Nondisclosure of the Currency Conversion Fee by Visa

At the time the system was implemented Visa legal staff looked at the issue of
disclosing the 1% fee, but no documents exist relating to the decision not to require
disclosure. TT 1770:5-17, Theoharis.

In the late 1980s Mr. Theoharis became aware that nondisclosure of the fee was
becoming “an issue.” In 1990, the first cases against issuers were filed. TT 1776:23-
1777:1, Theoharis.

In correspondence related to the 1990 litigation, banks that communicated with Visa
recognized that the 1% fee charged to cardholders was imposed by Visa. TX 1289;
TX 2064 at VSW0081975.09 (“During our conversation ... Visa has committed that it
will give members ... notice prior to making any changes to the methodology used in
converting foreign currency transactions or changing the 1% fee.”); id. at
VSW0081975.11 (“We [First Chicago] do not determine the currency conversion
rate which is used.”); TX 2096 (“As for conversion fees, Visa, not Citibank, assesses
a 1% conversion fee ....”) (emphasis in original); TX 1016 (Visa and MasterCard
retain the 1% as “currency conversion fee”).

Mr. Theoharis, director of litigation for Visa U.S.A. received both TX 2096 and TX
2064 as did Mr. Tidd of Visa’s legal staff, both of which state that the 1% is a Visa
fee to cardholders. There is no evidence in the record that anyone from Visa advised
Citibank or First Chicago that Visa believed the fee to be other than a Visa fee.
Further, Mr. Theoharis specifically approved the First Chicago proposed disclosure
lang