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Do you really understand “Interchange Fees?”  Do you 
know the difference between an acquiring bank and an 
issuing bank?  Do you understand laws like the Durbin 
Amendment?  And did you know there are other 
regulations being discussed in Washington right now 
which could totally change the way you sell bankcard 
today?  Do understand how our industry really works 
and how various ISO’s set themselves up to service your 
merchants?  If you answered “No” to any or all of these 
questions, you are not alone.

I have the opportunity to discuss merchant services 
with dozens of experienced professionals every 
month.  In these conversations, as well as conversations 
with executives from major processing companies 
all over the country, I am always surprised by how 
little real knowledge is out there about this vital 
area of our business.  I believe the independent 
sales representatives want to understand how the 
industry works.  This eBook is my attempt to help you 
accomplish just that!  

Unfortunately, many well established industries like the 
payments industry can get so focused on competition 
that they neglect to see the larger picture of outside 
forces which could (and will) affect the entire industry 
and create structural change in the way things work.  I 
have also noticed that most citizens, American citizens 
in particular, do not notice trends since they are 
oblivious to the way similar situations have played out 
in other countries.

About six months ago I decided to get serious about 
really understanding the working of Interchange and 



processing.  This eBook represents the summary of 
what I have learned and how I believe it will affect the 
independent sales rep and ISO in the United States.

Let me start with a statistic that may shock you.  In 
America the average interchange cost today is 179 
basis points or 1.79% per transaction for Visa and 
Mastercard transactions (including per item fees.)  In 
the European Union these same two companies, Visa 
and Mastercard, operate an identical business.  In other 
words, they do exactly the same thing in Europe as 
they do in America.  However, the Interchange fees 
are twenty basis points for debit card (0.2%) and thirty 
basis points for credit card (0.3%.)

The Durbin Amendment, which I will talk more about 
shortly, did lower the average interchange fees paid by 
U.S. merchants.  This graph from 2007 to 2009 illustrates 
the stark reality that the unregulated U.S. interchange 
system is not in step with other developed nations.



As you can see, America is near the top of the list for 
highest interchange fees among developed nations.  So 
today I plan to answer two questions:  First, what are 
Interchange fees and what are the major forces in the 
U.S. market which could change, regulate or alter these 
fees?  Second, what would these changes mean for the 
independent merchant services sales rep and / or ISO?

What are Interchange Fees?

To understand this question, I must talk about three 
different players in the payments industry which make 
things happen behind the scenes to create Interchange 
fees.  Issuing banks are the banks that issue credit cards 
and debit cards to consumers.  The money to pay for 
a transaction always starts at an issuing bank.  If you 
spend $100 using your Visa credit card, there is a bank 
that issued that credit card to you.  That bank had $100 
available to fund your transaction.  If you used your 
check card, the funds were available from your bank 
account directly.  If you used a credit card, the bank 
agreed to loan you the $100 so the transaction could 
be paid.

The second type of bank is an acquiring bank.  An 
acquiring bank is the bank of the merchant.  The 

simplest way to explain 
a credit card transaction 
is this:  when you spend 
$100 your bank, the 
issuing bank, transfers 
$100 to the merchant’s 
bank account which is 
at the acquiring bank.  



However, the full $100 is not actually transferred to the 
acquiring bank.  Instead, the issuing bank deducts the 
interchange fees first and sends the $100 less those 
interchange fees.  So with interchange fees averaging 
1.79% of the transaction (including per item fees) in 
the U.S, the issuing bank would transfer an average of 
$98.21 to the acquiring bank, keeping $1.79 of the $100 
transaction.

Are you confused yet?  If so, make sure you watch 
my training course on “How to Read a Credit Card 
Processing Statement.”  There I cover more about the 
basics.  

For you to understand that the Merchants you sell in 
the field do not receive the money directly into their 
bank account from the issuing bank is important.  The 
bank account of the “mom and pop” shop which does 
$10,000 per month in volume is not actually receiving 
$100 from the issuing bank.  There are a couple of 
other layers involved.  When a Walmart consumer 
spends $100, the issuing bank literally transfers $100 
to Walmart’s bank, which is the acquiring bank in that 
scenario.  Walmart’s bank works directly with Visa, 
Mastercard and the issuing banks.  There are no middle 
men in the process.  In the case of the local mom and 
pop retailer you sell, the $100 they process flows from 
the issuing bank to the acquiring bank of the processor.  
The acquiring bank is not connected with the mom 
and pop shop in any way.  Instead, it is connected to 
a credit card processing company such as Global, First 
Data, TYSYS, etc.   The process of acquiring transactions 
for a merchant and sending the money to the merchant 
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is known in the industry as the back-end.  The 
authorization and capture is known as the front-end.  

The reason this is important to understand is that 
different companies in the industry have various levels 
of control and involvement in these areas.  The vast 
majority of ISO’s (Independent Sales Organizations) 
and MSP’s (Member Service Providers) use a processor 
like Global or TYSYS to do the front end and back end.  
This means that Global makes sure the network is 
established to approve or decline transactions.  Then 
once a transaction goes through, they work with the 
issuing bank to get the money into their account.  They 
also send the money to the merchant’s bank account 
and send out the statements to the merchant.  A 
processor like Global or TYSYS sends statements out 
on behalf of hundreds of ISO’s using the company 
logo and branding.  Then they pass through the fees 
collected to the ISO after deducting their cut and the 
interchange fees.



There are many mid-sized ISO’s who are starting to do 
their own back-end processing.  This means they use 
Global, First Data, Chase Paymentech, TYSYS or another 
processor’s front-end to authorize and capture the 
transaction, while the issuing bank sends the money for 
the transaction directly to the ISO’s bank account.

They send out their own statements and send the 
money to the merchant’s bank account.  I have 
personally spoken to three credit card processing 
companies in the last month who did this.  

There is upside and downside to doing this.  The 
upside: it gives them more control over the process.  
Since they send out their own statements, they can 
conceivably provide a better merchant experience 
in the event of chargebacks, disputes, refunds or 
other billing issues which may arise.  The downside:  
they have the burden of administrating all of these 
processes and moving the money.  This tends to drive 
up their costs and the Schedule A that they provide to 
the sales partner.  The bottom line is that Global or First 
Data are going to be able to do the back end processes 
much more cost effectively than a smaller organization 
because of the sheer volume they process.  But the 
question is whether the ISO wants to give up control to 
reduce costs or focus on the merchant experience. 

In a scenario where the ISO is not doing the back end, 
they would have to integrate their systems with the 
back end system in order to provide real time support 
to customers who call with questions about billing 
or deposits.  Since the processor is ultimately moving 
the money for the merchant, the ISO is at the mercy of 



the processor when it 
comes to implementing 
programs such as 
AMEX opt blue and 
next day funding.  I am 
not advocating either 
approach.  I simply feel 
for you to understand 
the basics is important 
so you can talk to the 
ISO for whom you work to get the big picture of their 
strategy.

So what does the future hold for Interchange Fees?  
In order to draw a few common sense predictions and 
how these predictions should affect your sales process 
today, I would point your attention to the Durbin 
Amendment and the free market system we have in the 
U.S.

In my mind the most obvious change in the future will 
be the decline of interchange fees and costs over the 
next five years.  There are two reasons for this.  

• As globalization effects our economy, for 
American companies to charge more to U.S. 
businesses and consumers than is charged to 
businesses and consumers in other countries 
for the same services will become more and more 
difficult.  The U.S. interchange fees are an easy 
target for these economic forces.  If the card brands 
do not respond to these forces, I am confident the 
government will force them to respond at some 
point in the near future.



• This leads to the second reason I believe 
interchange fees will go down - regulation.  
The Durbin Amendment regulated check card 
interchange fees.  Prior to this law, the average 
interchange cost for a check card transaction was 
$0.44.  The law lowered it to $0.21 + 0.05% of the 
transaction.  An overall decrease in cost of 40%.  
Expect to see similar regulations for the credit card 
processing side of the business for several reasons.

First is the enormous lobbying power of Walmart, 
Target, Sears, Darden Restaurants (parent company of 
Olive Garden, Red Lobster and many others) who will 
all benefit tremendously from such regulation.  Visa 
and Mastercard have lobbying power as well, to be 
sure, but they seem to be fighting a losing battle as 
these companies make legitimate complaints about 
the inflated interchange fees in the U.S. versus other 
countries in which they do business.  

There is also a social component to the potential 
regulations which is very powerful and persuasive 
with certain politicians but a little tough to explain.  
Here goes my attempt to explain this complex social 
issue in a few sentences.  

Those in poverty are significantly less likely to use a 
rewards credit card to make a purchase.  Instead, they 
most often      use cash to make purchases.  Because 
businesses have to pay such high interchange fees, 
they raise the price of their    goods and services to 
cover these costs.  However, until recently Visa and 
Mastercard rules dictated businesses had to raise the 
price on all transactions to accomplish this since they 



couldn’t charge more for a 
purchase simply because 
a credit card was used.  
This effectively penalizes 
those individuals who 
pay with cash, and 
those individuals are 
disproportionately poor.  
The net effect is that high interchange costs hurt the 
buying power of those in poverty more than those 
who are not in poverty.  This was the primary cause of 
the rule change by Visa in January of 2013 allowing 
U.S. based merchants to add a surcharge to credit card 
transactions.  However, the rule was not very effective 
since it had a negative effect on consumer spending in 
stores which implanted it.

So how does all of this matter to you, the independent 
sales rep or the ISO?

I believe you can leverage these changes in several 
ways to improve your merchant services business.  The 
purposes of the Merchant Sales Intelligence Report 
are to take valuable insights into the industry, such 
as changes in the cost of interchange; apply these 
changes to the independent sales partner and ISO; and 
make a positive impact on your business.

1. Educate prospects and clients on these changes 
and sell a transparent pricing structure to 
increase sales.  The second tip will show you that 
I am completely unbiased in the way in which you 
choose to benefit from these changes. But one way 
to increase your sales would be to show the chart 



above to potential merchants, especially mid-sized 
to larger merchants, who are on tier pricing or flat 
rate pricing.  Explain to them you may not be able to 
save them a fortune right now, but interchange rates 
look like they are on the way down.  On tier pricing 
they are not guaranteed to experience any benefits 
from these changes.  However, if they switch to your 
service and to an interchange plus cost structure, 
you will pass through interchange no matter what 
it is.  Therefore, if interchange fees drop by 20% or 
more in the next three years, merchants will save an 
additional 20%!  

This would be a very effective pitch especially for the 
independent rep.  It would establish you as the expert.  
It would show them a financial benefit for switching 
to your service.  And it would allow you to secure your 
portfolio from less informed competitors.

2. The second way to benefit (literally the opposite 
of point number one) is to move towards tier 
pricing or even flat rate pricing and make a 
bet on the fact that interchange fees will drop.  



The expectation that interchange fees will drop 
significantly is one of the hidden strategies of 
Square.  Our entire industry has been in some form 
of shock and disbelief as to what Square is thinking 
with a flat rate of 2.75% even on small ticket 
merchants.  Their thinking is the same thing many of 
the other disruptive payments startups are thinking:  
they will secure billions of dollars in processing at 
a fixed rate.  Then as interchange fees drop, their 
profits will go through the roof.

This is not to say you are ripping off the merchant 
or keeping 100% of the profits.  To see how you can 
benefit financially from the coming changes is clear if 
you just look at the Durbin Amendment.  Either you can 
use transparency and education to build the number 
of merchants in your portfolio quickly.  Or you can 
use simplicity and familiarity with old cost structures 
like three tier pricing and wait until your costs drop 
to increase your margins.  At that time you would 
most likely pass a portion of these savings on to your 
merchants to make them even happier.  But you will be 
in the driver’s seat in terms of the amount of savings 
to pass on and the amount to keep in order to remain 
competitive.

3. Choose your processor with care and think 
through the various parts of the payments chain.  
An independent rep needs to understand what 
your ISO is outsourcing, what they do in house, and 
how this affects the merchant experience.  An ISO 
should take a fresh look at the chain being used 
and ask some out-of-the-box questions such as:  



• How do you see the industry taking shape over the next 
five to ten years?  

• Do you believe interchange fees will drop?  

• How should this effect where you focus your time and 
resources?  

• What should you handle in house and what should you 
outsource?

• How will this affect the value proposition for both the 
merchant and the sales team?

I hope this volume of the Merchant Sales Intelligence 
Report has been a help to you!

James Shepherd

  


