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Executive Summary 

Article 19 of the Consumer Rights Directive states that: ‘Member States shall prohibit traders from 

charging consumers in respect of the use of a given means of payment, fees that exceed the cost borne by 

the trader for the use of such means.’ When introduced, this will place a cap on the level of charges that 

traders can charge consumers for using a certain payment method, e.g. credit or debit cards, as well as 

methods such as payments using mobile phones that are not fully developed at present. The UK government 

has proposed early transposition of this Article into UK law as a way of addressing a source of consumer 

detriment that the Office for Fair Trading (OFT) has identified in relation to payment surcharges following a 

Which? super-complaint.  

 

In light of the causes of this consumer detriment, this paper considers what might be the most 

appropriate definition of ‘cost borne by the trader’, and hence what might be the appropriate cap on 

payment surcharges. 

 

The OFT has identified two factors which, where present in combination, may lead to consumer 

surcharges causing consumer detriment. These are: 

 

(a) a lack of transparency with surcharges only revealed towards the end of a transaction process (so 

called drip-feeding); 

(b) a lack of a reasonable alternative that allows the surcharge to be avoided. 

 

These can mean that surcharges can impede the proper functioning of competition by making it very difficult 

for consumers to compare offers on a like-for-like basis and hence get the best deal. At the same time, it is 

recognised as desirable that traders should have the option to reflect genuine differences in costs between 

different payment methods in (differential) surcharges. 

 

The paper argues that ‘cost borne by the trader’ may be best interpreted as the short-run marginal 

cost associated with processing an additional transaction using a given payment method. This is 

consistent with the argument made by the OFT. There are two main arguments in support of this costing 

principle:  

 

– In line with economic theory, this will send the purest signal to consumers about the resource costs they 

are imposing on traders (and society) from choosing a particular payment method.  

 

– This will allow traders to cover the smallest amount of costs from a surcharge and require the maximum 

amount to be recovered through the headline price. This will make it easier for consumers to quickly 

compare offerings made by different traders and hence enhance the effectiveness of competition.  

 

In cases where traders recover the costs of some payment methods (i.e. cash) from the headline price, 

only the additional marginal costs associated with the alternative payment method should be recovered 
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from the surcharge. This will eliminate the risk of over-recovery that might be present in some less 

competitive markets where surcharges are prevalent. A number of international studies have suggested that 

the costs borne by traders for processing cash payments may represent a substantial proportion of the costs of 

processing other payment types. Indeed, some studies indicate that, for certain transactions, cash may be 

more costly for traders to process than other payment methods. This suggests that there would be significant 

value in undertaking a detailed, robust study on the relative costs of different payment options in the UK 

context. Although it would not be desirable for this to hold up early implementation of Article 19 of the 

Directive (given both the arguments expressed by BIS and OFT and the fact that many surcharges are 

imposed in cases where cash payment is not an option), such a study could have a significant bearing on any 

future assessment of the appropriate surcharges set by traders, especially those who allow for cash 

processing costs to be recovered in the headline price. 

 

Practically speaking, in the cases of credit and debit card payments, the adoption of this principle 

would limit surcharges to the merchant service charge and the delayed receipt of funds
1
. These are the 

costs that the trader clearly and unambiguously incurs as a result of processing one additional transaction 

using a particular payment method or, alternatively, that the trader saves from not processing that transaction 

using that payment method. These should be easily and clearly identifiable on a transaction-by-transaction 

basis. It should also be straightforward to work out the implications of this costing approach to other 

payment methods, both those already established e.g. cheques, as well as methods yet to be fully developed 

e.g. payments by mobile phones.  

 

More analysis should be undertaken to determine the correct degree of averaging across different 

payment types and different transaction values. Even though these marginal costs can be linked to one 

additional payment, it may not be appropriate or practical to exactly match them in the surcharge levied for 

each and every transaction. In this case, traders would need to demonstrate that, over a reasonable period of 

time, the value of the surcharges collected from a particular payment type were close to the sum of the 

merchant service charges and delayed receipt of funds from that payment type (net of any marginal costs 

from payment methods recovered through the headline price). This would in effect use average variable costs 

as a proxy for marginal costs. This is an approach that has a good pedigree in both academic analysis and in 

competition law practice. However, more work is required to identify the appropriate definition of ‘payment 

type’ used in undertaking this averaging as the current proposed approach suggested by BIS of allowing 

traders to determine this on a case-by-case basis may undermine the principle of cost-reflectivity between 

payment methods.       

 

Finally, it should be stressed that adopting these principles and practice should have no impact on the 

ability of efficient and competitive traders to recover their costs. As BIS has already identified, the 

choice of cap on a surcharge will in most cases have no impact on the level of cost recovery achieved by 

traders
2
; only on the breakdown of that cost recovery between the headline price and the surcharge. This is 

 

1
 Net of any marginal costs from payment methods recovered through the headline price.  

2
 The only exception to this will be in cases where, in less competitive markets, traders are using surcharges to over-recover their costs 

(or to recover inefficiently incurred costs). It is, of course, in the interests of society to eliminate such instances.  
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shown most vividly by the fact that the vast majority of traders choose to recover none of their costs 

associated with accepting different payment methods through a surcharge.  
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1 Introduction 
 

This paper addresses the concept of the ‘cost borne by the trader’ as outlined in Article 19 of 

Consumer Rights Directive (2011/83/EU) (European Parliament and the Council, 2011). This Article states 

that: 

Member States shall prohibit traders from charging consumers in respect of the 

use of a given means of payment, fees that exceed the cost borne by the trader for 

the use of such means. 

BIS (BIS, 2012a) has proposed early implementation of this Article of the Directive to address 

problems that it, and previously Which? and the Office of Fair Trading, has identified in relation to 

payment surcharges i.e. charges set by traders for accepting certain forms of payment methods. The 

UK is legally bound to implement the entire Directive by June 2014. However, the BIS consultation paper 

argues that it would be appropriate to implement Article 19 one year earlier in order to address concerns 

regarding payment surcharges. 

 

Concerns regarding payment surcharges were first raised in a Which? super-complaint (Which?, 

2011). The Which? super-complaint focussed on the imposition of payment surcharges in passenger 

transport markets where it found numerous examples of surcharges for credit and debit cards that consumers 

had no practical alternatives to avoiding paying. It also argued that payment surcharges were becoming 

increasingly common across a number of other sectors, with the risk of similar detrimental outcomes. The 

Which? super-complaint was supported by a campaign backed by over 42,000 consumers.  

 

An OFT market study (The Office of Fair Trading, 2012) corroborated many of the concerns raised by 

Which?. The OFT’s concerns related primarily to the fact that consumer surcharges were often introduced at 

a late stage in the payment process and were practically very difficult for many consumers to avoid. This, it 

argued, led to a situation where effective competition could be impaired as consumers were unable to make 

decisions between competing suppliers taking into account the full price that they would have to pay.  

 

The OFT has begun action to address the identified concerns in the airline sector. The OFT has recently 

secured agreement from twelve airlines to include debit card surcharges in the headline price and to ensure 

that any surcharges for paying by credit card will be easy to find when booking online (The Office of Fair 

Trading, n.d.).  

 

The BIS consultation paper is intended to address concerns regarding payment surcharges across the 

economy. The OFT programme of action has to date focussed on the airline sector; extension to further 

sectors would need to be undertaken on a case-by-case basis. By contrast, the BIS consultation paper looks to 

develop a solution to the identified problems that could be applied across the economy.  

 

The remainder of this paper is structured as follows: 
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– Section 2 recaps the findings from the OFT on how current practices concerning payment surcharges may 

result in consumer detriment 

– Section 3 provides a brief review of different cost concepts that might be used in defining the ‘cost borne 

by the trader’ under Article 19 of the Consumer Rights Directive 

– Section 4 brings together the analysis from sections 2 and 3 in order to assess what might be the 

appropriate costing concept (section 3) in the context of the causes of consumer detriment (section 2) 

– Section 5 concludes. 
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2 The source of consumer detriment 
This section identifies the key policy challenge 

The OFT identified two factors, which, where present in combination, may lead to consumer 

surcharges causing consumer detriment. These are: 

 

(a) a lack of transparency with surcharges only revealed towards the end of a transaction process (so 

called drip-pricing); 

(b) a lack of a reasonable alternative that allows the surcharge to be avoided. 

 

In these circumstances, the OFT concluded that there was likely to be consumer detriment because 

consumers would be unable to ‘efficiently and effectively shop around and compare full price offers … 

result[ing] in consumers not getting the best deal.’. In turn, the easy ability to compare prices is a 

fundamental pre-requisite of effective competition. 

 

The OFT reached these conclusions without identifying whether or not surcharges were currently 

above costs. Although the OFT notes that it is plausible that the lack of transparency around surcharges may 

allow some traders to increase the level of charges, it also explicitly notes (in the executive summary) that 

‘the OFT does not consider that such a detailed analysis of costs is necessary at this stage’. This does not 

appear to be consistent with the statement in the BIS impact assessment (BIS, 2012b) that: ‘the OFT has 

concluded in a report on the effects of card surcharges, that the level of surcharges exceed the real costs in 

several sectors of the economy.’  

 

The implication of the OFT analysis is that consumer detriment could arise even in cases where 

surcharges were in line with some cost definitions. As the OFT felt confident to conclude that there was 

consumer detriment without an investigation into the costs of surcharging, it follows that even if surcharges 

are at – or were brought down to – some definition of costs, the sources of consumer detriment would 

remain. Indeed the OFT explicitly notes that: 

The OFT considers that a cost-reflective solution may not fully address our 

concerns, as surcharges can legitimately vary between retailers and would still be 

dripped to consumers through the purchasing process. 

In other words, the proposal in the BIS consultation paper – to prevent above cost payment surcharges 

– is one that the OFT has explicitly stated may not be the most appropriate means of remedying the 

causes of consumer detriment. Given this, the objective of the paper is to consider how best to ‘square the 

circle’ by considering what might be the appropriate interpretation of ‘cost borne by the trader’ that 

simultaneously meets the objectives of: 
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a) allowing consumers to compare prices of the principal good more easily, enhancing price 

transparency and hence promoting competition in areas where surcharges are frequently deployed; 

b) ensuring that genuine differences in the cost of using different payment methods offered by the 

trader can be reflected in prices so as to send appropriate price signals to consumers. 

 

It should be noted that this is a question of determining the current structure (or balance) of charges 

between the headline price and any payment surcharges; the extent to which merchants are able to 

realise full cost recovery, including an appropriate return on capital, will be determined by the 

broader conditions in the market and the extent to which their offering is competitive. If a firm is a 

price-taker in a competitive market then any reduction in the costs that it can recover from payment 

surcharges would be expected to be offset by an increase in the headline price or other (transparent) 

surcharges. This is often referred to as the ‘water-bed’ effect. Consequently, overall cost recovery should not 

be affected by any balance in the recovery of costs between payment surcharges and the headline prices (or 

other transparent surcharges). Indeed, this is reflected in the fact that the vast majority of firms choose not to 

impose any charges for different payment methods. This is the logic that is articulated in the impact 

assessment (BIS, 2012b): 

The purpose of this measure is not therefore to force merchants to lower their 

prices, but to ensure that prices and optional extras are quoted on a reasonably 

comparable basis. There is expected to be no transfer or pass-through of revenue 

from businesses to consumers. 

The only exception to this would be any cases where less competitive firms were sheltering behind the lower 

transparency around surcharges to protect themselves from competition. The OFT explicitly notes that ‘the 

lack of transparency of effectively compulsory surcharges may allow retailers to increase the level of 

surcharge’. In these cases, an increase in their exposure to competitive pressure, even if it threatened cost 

recovery, would be in the long-term interests of consumers and society.
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3 Different cost concepts 
This section considers the different cost concepts that might be 

used in defining the cost borne by the trader 

It is generally recognised that for economic efficiency prices should be cost reflective. This is the 

principle espoused in Article 19 of the Consumer Rights Directive. However, there is a greater degree of 

disagreement over what particular types of costs this should relate to. This section reviews various costing 

concepts that are of relevance when firms are producing one or several products. 

 

3.1 The principle of marginal cost pricing 

Basic economic theory is clear that prices should be set equal to (short-run) marginal costs. Marginal 

costs are the additional costs incurred by the provision of one extra unit of a good or service. The logic for 

setting prices at this benchmark is that it ensures that consumers only decide to purchase a particular good or 

service when the benefit (utility) that they derive from that purchase is sufficient to justify the costs incurred 

on society in producing that good or service. This is discussed at length in a seminal textbook on price 

regulation (Kahn, 1988): 

The central policy prescription of microeconomics is the equation of price and 

marginal cost … But why does economic efficiency require prices equal to 

marginal … costs? The reason is that the demand for all goods and services is in 

some degree, at some point, responsive to price. Then, if consumers are to decide 

intelligently whether to take somewhat more [emphasis in original] or somewhat 

less [emphasis in original] of any particular item, the price they have to pay for it 

… must reflect the cost of supplying somewhat more or somewhat less – in short, 

the marginal opportunity cost. If buyers are charged more than marginal cost for a 

particular commodity … they will buy less than the optimal quantity; consumers 

who would willingly have had society allocate to its production the incremental 

resources required, willingly sacrificing the alternative goods and services that 

those resources could have produced, will refrain from making those additional 

purchases because the price to them exaggerates the sacrifices.     

In the case of payment services, marginal cost pricing would entail setting payment charges equal to the 

additional costs incurred by handling one transaction using a particular payment method (or the costs that 

would be saved by not handling one transaction using a particular payment method).  

 

Often, marginal costs are approximated by average variable costs. Average variable costs consist of 

summing up all of the costs that vary by levels of output and dividing this number by the total output 

produced. This value will be identical to marginal costs in the cases where marginal costs are constant at all 

levels of output.  
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In a number cases, pricing according to marginal costs may not be feasible or desirable. Three of the 

commonest objections to marginal cost pricing are that: 

 

— by only considering the additional costs associated with the production of an additional unit of a 

good or service, it fails to allow for the recovery of fixed costs that are not associated with the 

delivery of any specific unit of output or service; 

 

— in cases where there are capacity constraints, marginal cost pricing can result in an uneven profile of 

prices over time as marginal costs may be very low when capacity is not constrained but rise 

significantly when capacity constraints are reached;  

 

— in cases where other prices in the economy are not set equal to marginal costs, there is a risk of 

greater aggregate distortion by forcing one particular set of prices to equal marginal costs.  

 

As discussed further in section 4, where the various costing concepts are applied to the particular source of 

consumer detriment, it is not clear that any of these objections would apply to the concept of payment 

surcharges. 

 

Average total costs are a further costing concept. Within a single product firm, this is calculated by 

summing all costs and dividing this number by total output. Setting prices on this basis would allow for the 

recovery of fixed costs but it would sacrifice sending signals that reflect the resource costs resulting from 

each individual unit of output purchased. 

 

3.2 Multi-product firms 

When more than one product or service is provided, a number of further costing concepts can be 

identified. These are discussed below, drawing on The Office of Fair Trading (2003). 

 

– Direct costs. These are the costs that are uniquely associated with the delivery of one particular good or 

service
3
. These are sometimes labelled as the (long-run) incremental costs (LRIC) of providing that 

particular good or service. This is an idea that builds on the concept of marginal cost but rather than 

considering the margin/increment to be one extra unit of output, the margin/increment is defined as the 

entire product or service offering. Alternatively, they may be thought of as the costs that would be saved 

if that product or service was no longer provided. For instance, if a transport company offered both rail 

and coach services to a certain destination, then the direct costs of the rail service would be those 

unambiguously incurred only in relation to rail travel, or the costs that the company would save if it 

decided to withdraw its rail service. 

 

– Common and joint costs: these are costs that cannot be attributed to the production of a particular good 

or service. Sometimes a distinction is drawn between ‘common costs’, which exist when a company 

 
3
 These may include costs that accountants might refer to as indirect costs in the sense that they do not vary with output.  
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decides to produce together products/services that could be produced separately, and ‘joint costs’, where 

two products/services are necessarily co-produced in fixed proportions The rail and coach services of the 

transport company referred to above would be an example of the former: the common costs would 

include the headquarters costs associated with providing both services. In terms of the latter concept, the 

cost of cattle livestock would be a joint cost in the production of beef and leather. 

 

– Fully allocated/distributed costs: for a particular product, these represent the sum of direct costs and 

some portion of common and joint costs with common and joint costs allocated across all products so as 

to ensure full cost recovery. A number of approaches exist for allocating common/joint costs across 

different businesses so as to achieve full cost recovery including activity based costing (ABC) analysis. In 

the case of the transport company, these allocation methods would aim to allocate the administrative and 

headquarters costs (as well as other common costs) to the rail and coach services such that all of the costs 

of the business were associated with one or other of the service offerings.  

 

– Stand alone cost: this represents the cost of producing a good if it were the only good that the firm 

produced. If there are common or joint costs then the stand alone cost exceeds the direct costs. For 

example, if the transport company decided to no longer provide coach services then, although its 

administrative and headquarters costs (previously common to both coach and rail services) would be 

likely to reduce somewhat, a proportion of these costs would still be incurred. The remaining costs of the 

company would then be the stand alone cost of providing the rail service.  

 

 

However, importantly, even in a multi-product firm, the concept of marginal cost for an individual 

unit of output remains relevant. Even in cases where the direct costs of a particular good or service within 

a multi-product firm have been identified, these direct costs may still consist of a combination of fixed and 

variable/marginal costs.  

 

 

Some of these different concepts are illustrated in the figure below. 
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Figure 1. There are a range of different cost concepts applicable to a multi-product firm 

 
 

Note: The direct costs of product B, as well as the fully allocated costs of products A and B could also be split into fixed and 

variable costs and hence average total and average variable costs also calculated. However, this is excluded from the 

figure for expositional simplicity. Similarly, the concept of standalone costs is also not included in the diagram. 

Source: Vivid Economics 

Although most consumers are unlikely to perceive that a principal product offering and a range of 

different methods for payment of that product represent separate goods and services, these concepts 

can none the less usefully be applied in this context. In particular, they can be applied to both payment 

methods (in aggregate) versus the headline product offering and to different forms of payment methods. For 

instance, some costs will be uniquely incurred in relation to the product offering (e.g. costs to wholesalers) 

and some uniquely to offering different payment options in aggregate
4
 (e.g. security checks). Many costs will 

be common to both e.g. website development. At a further level of disaggregation, some costs may be 

incurred only as a result of providing one particular form of payment method e.g. a particular merchant 

surcharge, while some costs will be common to allowing for a range of different payment methods e.g. the 

cost of card terminals for point of sale transactions. 

 

 

 
4
 Excluding cash. The appropriate treatment of cash, in cases where it is relevant, is discussed below. 

Fixed costs Variable 

costs

Marginal cost of

last unit of output

Divided by output gives average total costs

Divided by output gives 

average variable costs

Direct cost of product A Direct cost of product B

Common costs of 

products A and B

Fully allocated costs product A Fully allocated costs product B

Activity-based costing 

and other cost 

allocation methods
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4 The application of costing concepts 
to the causes of consumer detriment 
from payment surcharges 

 

This section brings together the analysis from the previous two sections. It first considers, from a 

theoretical perspective, what would be the appropriate costing concept, among those discussed in section 3, 

to apply to the term ‘cost borne by the trader’ given the sources of consumer detriment identified in section 

2. It then identifies how this may be applied in practice in the context of payment surcharges. 

 

 

4.1 Principles 

Based on the analysis of the OFT and BIS, the two objectives for determining which costs should be 

recoverable under costs borne by the trader are: 

 

a) that it allow consumers to compare prices of the principal good more easily, enhancing price 

transparency and hence promoting competition in areas where surcharges are frequently deployed; 

 

b) that it ensures that genuine differences in the cost of using different payment methods offered by the 

trader can be reflected in prices so as to send appropriate price signals to consumers. 

 

It would appear that the most appropriate costing principle that correspondingly meets these two 

objectives is that of short-run marginal costs. This would allow for a surcharge to recover the additional 

costs that the merchant incurs as a result of processing an individual transaction through a particular payment 

method. It would exclude: fixed costs associated with a particular payment method; costs that are common to 

a range of different payment methods, as well as; costs that are common between offering different payment 

services and the core product offering of the trader/retailer in question.  

 

Sections 4.1.1 and 4.1.2 explain this argumentation in more detail in relation to the two key principles 

identified above. Section 4.1.3 then discusses some potential further advantages from setting surcharges 

equal to marginal cost. 

 

4.1.1 Enhancing price transparency 

 

Defining costs borne by the trader in terms of short-run marginal costs would result in the smallest 

surcharges while remaining consistent with the Directive. In the context of payment services, equating 

‘cost borne by the trader’ to short-run marginal costs will result in the lowest value of costs that might be 

recovered from a surcharge (which may remain untransparent and unavoidable for many consumers
5
). As a 

 
5
 In the sense that there is nothing within the current BIS consultation paper that would directly address these problems.  
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corollary, it would result in most of the cost base of traders having to be recovered in the headline price, or in 

other more transparent surcharges, where it would be easier for consumers to make comparisons between 

traders. This would therefore be the costing concept that would give the best effect to the government’s 

stated objective of enhancing transparency so that consumers can be empowered to better understand the 

final price that they will pay.  

 

This is the costing methodology also proposed by the OFT. It is notable that this is the cost concept that 

the OFT also recommended should be adopted in the event that a cost based remedy to the problem was 

adopted, stating that: 

The OFT considers that a cost reflective solution may not fully address our 

concerns… However, it may sufficiently reduce the detriment if ‘cost borne by the 

trader’ is restricted to the marginal cost [emphasis added] the retailer incurs for 

processing each payment, as the additional surcharges will be minimal and the 

variation in surcharges between retailers will be reduced
6
.  

It should be stressed again that this approach would have no impact on the overall ability of efficient 

and competitive traders/retailers to recover their costs. The consultation paper notes a legitimate concern 

that (small) businesses are not unfairly penalised by interpretation/implementation of the Directive. In this 

context, it should be noted that, following the logic identified in the Impact Assessment, a reduction in the 

costs that can be recovered from surcharges will, so long as such costs are efficiently incurred, lead to a 

small increase in the headline price, without jeopardising cost recovery in any way. Indeed the vast majority 

of traders are able to recover their payment processing costs without imposing any surcharge whatsoever. 

 

4.1.2 Promoting cost-reflective surcharges 

 

In terms of the second objective, allowing charges to be set to recover short-run marginal costs of 

processing each payment would provide the best signals about the relative costs of different payment 

methods. As discussed above, it is a basic tenet of microeconomic theory that prices should reflect marginal 

costs. While there are often objections that prevent this principle being reflected in practice, it is not obvious 

that these apply in this context: 

 

– As regards the argument that it prevents full cost recovery, this is not relevant as any fixed/common costs 

can be recovered from the headline price (as the vast bulk of traders already do); 

– As regards the concern that capacity shortages can result in marginal cost pricing implying erratic profiles 

of pricing over time, it does not appear there are any obvious lumpy capital investments associated with 

processing payments that might lead to this concern; 

 
6
 This represents a somewhat more nuanced support for using Article 19 to address concerns in relation to payment surcharges than 

would be suggested by the statement in the BIS consultation paper: ‘Alternatively, it [the OFT] said that a ban on excessive surcharges 
across all forms of payments, contained in forthcoming European legislation (the Consumer Rights Directive), would also address its 
concerns.’ 
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– As regards the concern that setting prices equal to marginal cost for one good/service can result in greater 

aggregate distortions elsewhere in the economy, the arguments in section 4.1.1 regarding the price 

transparency benefits of increasing the proportion of costs recovered from headline prices suggests that 

there would be considerable aggregate benefits from setting payment surcharges, as a maximum, equal to 

marginal costs. Further, as has been discussed extensively in previous regulatory investigations, working 

out precisely what the optimal mark-up to marginal costs should be across different goods and services 

when other goods and services are not set according to marginal costs, can be practically impossible
7
.   

 

Indeed by allowing the recovery of costs that are common to different payment systems
8
, to be ‘smeared’ 

across a range of payment mechanisms, there is a risk that important price signals about the relative costs of 

different payment mechanisms may be lost.  

 

4.1.3 Further benefits from marginal-cost pricing 

 

There are two potential further benefits from only allowing the recovery of short-run marginal costs 

from payment surcharges. 

 

First, it may expose firms who have set their surcharges above the competitive level to greater 

competitive pressures, realising net gains to consumers and the economy. In many cases, especially 

where surcharges are applied in competitive markets, reducing the level of surcharges will lead to a re-

allocation of cost recovery from surcharges to the headline price with little or no short-term change in the 

prices experienced by consumers, i.e. there will be a strong water-bed effect. However, in some cases the 

level of competitive constraint on surcharges may be lower than in the associated product market. In these 

cases, setting the threshold for the costs that can be recovered through surcharges to the lowest amount 

consistent with the Directive will expose a greater proportion of the overall cost base of the traders to strong 

competitive pressures, and the associated benefits that well-functioning competition can bring in helping to 

deliver ‘a more dynamic economy which can generate economic growth, more jobs and prosperity’ (BIS, 

2011). 

 

This is an approach which would be consistent with that taken by other regulators and competition 

authorities. In particular, there has recently been considerable discussion about whether it was appropriate 

to allow for some of the joint and common costs of mobile operators to be recovered from regulated 

wholesale call termination charges
9
 or whether they should all be recovered from the competitive activities of 

 
7
 The theoretical optimal mark-up on marginal costs to recover common and fixed costs (in the event that they had to be recovered from 

linear prices, i.e. could not be recovered from lump-sum taxation or fixed charges) would be given by the application of ‘Ramsey pricing’ 
i.e. setting a mark-up taking into account the relative price elasticities of demand. However, even in sectors where there is a dedicated 
regulator, there have been few or no attempts at calculating mark-ups on this principle given the practical difficulties in calculating these 
mark-ups. As the Competition Commission (Competition Commission, 2003) notes ‘there are formidable problems associated with 
computing correct Ramsey prices’.  

8
 And by definition not marginal to any one transaction. 

9
 These are the charges that mobile operators charge other mobile operators and fixed line operators for terminating a call on their 

network. These charges are subject to ex ante regulation as each operator has a monopoly over the provision of termination services on 
its own network. 
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mobile operators e.g. handset prices. In its decision on this issue, the Competition Commission (Competition 

Commission, 2012) agreed with Ofcom (and against a range of appellants) that there was no need for 

regulated charges to include an allowance for joint and common costs. In reaching this decision, the 

Competition Commission noted that: 

in general it is preferable for costs to be recovered where there is competition, so 

that regulated firms have the appropriate incentives to minimize their costs and 

behave efficiently [para 2.577] 

Applying the same principle to the case of payment surcharges points to limiting the costs that can be 

recovered from payment surcharges to short-run marginal costs, so that the highest possible proportion of a 

traders’ costs are recovered from the headline price, where competition is more intense. 

 

A second benefit from applying the principle of short-run marginal costs would be to reduce the need 

for making projections about the future use of different payment methods. If only short-run marginal 

costs can be recovered from payment surcharges, and assuming that for a given payment method marginal 

costs are constant regardless of the number of transactions
10

, then there is little need to make any projections 

of future volumes of different sorts of transactions: if transaction volumes (unexpectedly) increase then the 

value of the payment surcharges collected will scale accordingly. If, however, there is an expectation that 

payment surcharges can be used to recover either fixed costs of one payment method, or common costs of a 

series of payment methods, then accurate volume projections become important. In this case, if volumes of a 

particular payment unexpectedly increase, then there is a risk that total surcharges collected will exceed total 

costs, requiring either a complicated retrospective adjustment or exposing traders (inadvertently) to the risk 

that they would have been found not to have complied with the Directive.  

 

 

4.2 Practical implementation 

This section explores what the principle of only allowing short-run marginal costs of different payment 

methods to be recovered from surcharges might mean in practice. It considers which costs would fall 

under the category of short-run marginal costs, how compliance with only recovering short-run marginal 

costs might be demonstrated as well as offering some observations on what an appropriate category of 

payment ‘type’ might be.  

 

4.2.1 Which are the short-run marginal costs that might be recovered from surcharges? 

 

The BIS paper suggests that ‘only direct costs that can be attributed exclusively to taking a particular 

form of payment should be capable of being passed on to customers in the form of a payment 

surcharge’. It identifies five/six
11

 categories of costs associated with accepting card payments which one 

 
10

 This seems a reasonable assumption given the categories of costs identified in section Error! Reference source not found. as being 
the marginal costs of processing a payment.  

11
 The consultation paper identified five; the impact assessment adds a sixth (delayed receipt of funds). 
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might infer BIS considers to satisfy this criterion. These are discussed in the table below along with an 

assessment of whether or not they may be considered to be examples of short-run marginal costs.  

Table 1. Two of the six categories of costs of accepting card payments are marginal to individual transactions 

Cost category Description 

Share of 

(average total) 

costs 

Short-run marginal cost? 

merchant service 
charge (MSC) 

the MSC is the fee charged to 
traders by their acquiring bank for 
processing a transaction. 

80-85 yes 

IT costs 
IT infrastructure such as card 
terminals 

8-12 
no – costs are fixed and/or common 
to more than one payment type 

delayed receipt of 
funds 

the (opportunity) costs traders face 
as a consequence of banks 
delaying settlement with the trader 

2-5 yes12 

risk management 

various risk and fraud prevention 
mechanisms and compliance with 
the Payment Card Industry Data 
Security Standards 

1-2 
no – incurred regardless of the 
number of transactions 

fraud losses 
trader losses from fraudulent use of 
cards 

3 

no – although it is specific 
transactions that cause fraud losses, 
these obviously cannot be known 
prior to accepting payment for an 
individual transaction 

Operations 
include staff training, chargeback 
processing and exception handling 
and reversing 

3 

no- are either fixed and do not vary 
by individual transaction (staff 
training) or cannot be predicted 
(chargeback processing) in advance 
and hence, like fraud losses, are best 
considered as part of the fixed costs 
of accepting card payments 

 

Note: Proportions of costs are taken from BIS. These are assumed to be the proportion of average total costs 

Source: Vivid Economics based on (BIS, 2012a, 2012b) 

This logic suggests that the short-run marginal costs of accepting an individual card transaction 

consists of the merchant service charges and the delayed receipt of funds
13

. It is only these cost 

categories that clearly and unambiguously increase when one additional transaction is processed. Using the 

data supplied by BIS suggests that these costs amount to between 80 per cent and 90 per cent of (what is 

presumed to be) the average total cost of accepting card payments. 

 

 
12

 We note that allowing these costs to be recovered in surcharges is contrary to the BIS position that these costs should not be 
considered surchargeable as they represent ‘a general cost of doing business’.  

13
 As discussed further below, it will be important to take account (‘net out’) the marginal costs associated with payment methods 

covered by the headline price. Without further work, it is not clear whether the delayed receipt of funds from accepting card payments 
will be any higher than from accepting other forms of payment e.g. cash.   
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A similar exercise could easily be undertaken for other payment types - either existing e.g. cheques, or 

yet to be fully developed, e.g. payments through mobile phone – to calculate the appropriate costs that 

might be recovered from each category.  

 

The appropriate treatment of discounts would also require a similar approach, depending on the 

context and way in which the discount was offered. This is considered in Box 1 below. 

 

Box 1. A possible approach to the treatment of discounts 

The BIS consultation paper notes a concern that discounts could be formulated so as to implicitly 

introduce an excessive surcharge on another (undiscounted) payment method. 

 

The appropriate response to this issue would appear to be driven by the underlying source of consumer 

detriment discussed in section 2: that practices by traders can make it difficult for consumers to quickly 

and at low-cost make comparison between the full-price offerings of different suppliers, reducing the 

effectiveness of competition. 

 

In this context, three different circumstances can be identified in relation to offering discounts: 

 

1) The discount offered by the trader is offered as a reduction to the ‘headline’ price where the 

headline price is the price stated in marketing and promotional material and pricing lists. 

2) The discounted price is the ‘headline’ price and consumers only become aware that they may 

not be entitled to this price during the transaction process   

3) Both the full price and discounted price are fully and transparently advertised in all marketing 

and promotional material.   

 

Of these, situation 2) is the one that has the potential to be a source of consumer detriment and in this 

case the principles that apply to surcharges should also apply in this instance, namely that the 

difference between the discounted (headline) price and the final price paid by the consumer should 

reflect no more than the additional marginal costs that the trader incurs as a result of the consumer 

choosing a payment method different from that which would qualify for the reduced headline price.  

 

By contrast, consumers facing situation 1) would benefit from an (unanticipated) increase in consumer 

surplus upon realisation of the discount while in situation 3) consumers will be provided with sufficient 

information to make informed choices between different traders.  

 

This approach will necessitate some discretion on behalf of enforcement agencies to determine which 

approach applies in any one instance. However, given the recent experience gained by, for instance, the 

OFT in its current work on surcharges as well as on advertising practices (The Office of Fair Trading, 

2010), these challenges would not appear to be too substantial. 

 

 

It would also be important to take account of the marginal costs of those methods of payment already 

recovered in the headline price when determining the appropriate level of the surcharge. When 
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calculating the marginal costs of accepting non-cash forms of payment, it will be important to ensure that 

only the additional marginal costs of that form of payment are taken into account. If not, in those sectors or 

markets where competitive pressures in relation to payment surcharges are not sufficiently high, which the 

OFT notes as a possibility in some cases
14

, then there is a risk of over-recovery. For example, in the case 

where the marginal cost of a trader accepting cash is five, which is fully recovered from the headline price, 

and the (marginal) cost of a trader accepting a (certain form of) debit card is eight, then the maximum 

surcharge should be three, in order to avoid the risk of over-recovery. If, instead, a surcharge of eight was set 

then the trader might, in aggregate, over-recover, as the headline price would already include an allowance of 

five for the marginal cost of accepting cash which in this transaction would have been avoided. This 

requirement will not apply when there are no payment methods that have their costs covered in the headline 

price 

 

This is important in the context of a number of studies that suggest the cost to traders of processing 

cash payments may be substantial. For instance,(Brits & Winder, 2005) provide a comparative assessment 

of different payment methods in the Dutch economy and find that the total cost per transaction for the retail 

sector of processing cash was almost 70 per cent of the costs per transaction from using debit or credit cards 

(€0.16 compared to €0.24)
15

. Even more strikingly, (Simes, Lancy, & Harper, 2006) find that in Australia, 

the marginal cost borne by traders for accepting a cash payment on a $50 transaction may be higher than the 

marginal cost for a debit card with a PIN number ($0.5 compared to $0.33) and that for a $10 transaction 

cash is more expensive for the merchant to process than either signature or PIN code debit cards and indeed 

even more costly than some form of credit cards. 

 

This suggests that a full and robust study of the costs of processing cash payments, relative to other 

payment methods, in the context of the UK economy may be desirable in the near term. Although it 

would not be desirable for this to hold up early implementation of Article 19 of the Directive (given the 

arguments expressed by BIS and OFT as well as the fact that many of the cases where surcharging is of 

greatest concern do not allow for cash payment), such a study could have a significant bearing on any future 

assessment of the appropriate surcharges set by traders who allow for cash processing costs to be recovered 

in the headline price. 

 

4.2.2 How might the principle of short-run marginal cost pricing be operationalised? 

 

It should be relatively straightforward for traders to calculate the short-run marginal costs (or a close 

proxy) associated with accepting different payment methods. If surcharges are only allowed for 

recovered merchant service charges and the delayed receipt of funds, less the marginal costs of payment 

methods already covered in the headline price, then the trader should have a good broad understanding of 

what these costs will be for a given transaction of a given value. They should also be relatively easy for 

 
14

 It states, for instance, that: ‘The lack of transparency of effectively compulsory surcharges may allow retailers to increase the level of 
surcharges, as by the time the charges are revealed consumers have invested time in the purchase and are therefore deterred from 
shopping around and comparing offers, weakening competition between retailers.’ 

15
 These figures are derived using the average value of transaction using each payment type. Further, although the study distinguishes 

between fixed and variable costs, it does not provide a breakdown on this basis for the retail sector specifically.  
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enforcers to audit. The most challenging aspect will be to ensure that the marginal costs of payment methods 

already covered in the headline price – most notably cash – are taken into account in this calculation. As 

noted above, this may benefit from a detailed, robust study on this topic. In the event that the costs of other 

payment methods e.g. debit cards, are also recovered in the headline price, then traders should be able to 

assess these quite easily and ensure that they are taken into account when assessing the surcharges of other 

payment methods
16

.     

 

There will be an inevitable degree of averaging across different payment types and different 

transaction values. In the case of card payments, as MSCs vary across card types, and, since both the value 

of delayed receipt of funds and MSCs will be a function of both transaction numbers and transaction values, 

it may not be possible or desirable for traders to accurately set a surcharge equal to the marginal cost in each 

and every transaction
17

. In this case, traders would need to demonstrate that, over a reasonable period of 

time, the value of the surcharges collected from a particular payment type were close to the sum of the 

merchant service charges and delayed receipt of funds from that payment type
18

. This would in effect use 

average variable costs as a proxy for marginal costs, an approach that has a good pedigree in both academic 

analysis (Areeda & Turner, 1975) and in practical competition law analysis (European Court, 1991). A 

similar approach - of approximating marginal costs through average variable costs - could also be taken in 

relation to other payment methods.  

   

However, more analysis is required to identify the appropriate level of aggregation of different 

payment types. At present, the consultation paper suggests that the appropriate level of aggregation of 

different payment types should be determined by the trader on a case-by-case basis. This approach would 

potentially allow traders to aggregate the additional marginal costs of a range of different payment types 

(credit, debit, pre-pay cards etc.) and hence risks undermining one of the proposed policy objectives that 

surcharges should allow traders to signal to consumers the additional costs they incur in processing particular 

payments. It would also require traders to make forecasts about the projections of different payment types. 

This suggests that any future guidance offered by BIS on cost recovery principles include a minimum level 

of disaggregation based on the extent to which marginal costs (in the case of card payments, merchant 

service charges and the delayed costs of payment) of different payment types are similar to one another
19

. 

The existing analysis by Which? and the OFT could assist in this analysis. 

 

One further issue to consider is the treatment of costs borne by traders who choose to outsource some 

of their activities associated with processing payments to third parties. For instance, as noted in the 

consultation paper, some traders may outsource activities to third parties who provide equipment, fraud 

 
16

 When the costs of more than one payment method are covered in the headline price, it would seem appropriate that the additional 
marginal costs of payments methods not recovered in the headline price should be calculated by reference to the more costly payment 
method that is covered by the headline price. This will reduce the risk of over-recovery in less competitive markets and further support 
the idea that most cost recovery should take place through the headline price which consumers can compare more easily. 

17
 Although, as discussed above, the fact that there would be no need to forecast volumes to ensure that fixed costs are recovered 

should make any estimate by a trader of the ‘appropriate’ surcharge easier. 

18
 Net of any marginal costs from payment methods recovered through the headline price.  

19
 This is because the distortions from setting an average surcharge for a range of payment methods that have similar marginal costs 

will be much smaller than using an average surcharge for payment methods with very different marginal costs.   
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detection and processing services. This may increase the fixed costs that traders face in processing payments 

and reduce their marginal costs, potentially reducing the maximum surcharge that could be levied by firms 

adopting this business model. 

  

It appears unlikely that this issue justifies a departure from the principle that surcharges should 

reflect short-run marginal costs. First, many of the services provided by these third parties relate to 

activities that would be defined as fixed costs regardless of whether they are undertaken in-house or 

outsourced, e.g. fraud detection. On the basis of the arguments above, these should not be surchargeable, 

regardless of who incurs them in the first instance. Even in those cases where the marginal costs of 

processing transactions are reduced by adopting this measure, it would appear that the resulting marginal 

cost should still reflect the ceiling on the appropriate payment surcharge: this is still the approach that will 

maximise the costs that are recovered from the headline price and hence improve price transparency. Further, 

following the ‘water-bed’ argument adopted in impact assessment, this approach should have little difference 

on the ability of efficient traders to recover the costs of processing payments – if the amount that can be 

recovered from surcharges is reduced then the headline price would rise accordingly. Consequently, if 

adoption of this business model represents a genuine cost-saving for the trader then the adoption of this 

principle should have little impact on the likelihood of them adopting this practice (as reflected by the fact 

that many traders who do not levy any surcharges have still adopted these practices).   
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5 Conclusions 
 

This paper has considered what might be the most appropriate definition of ‘cost borne by the trader’, 

under Article 19 of the Consumer Right Directive. The objective is to help define this clause so as to 

ensure that when it is implemented by the UK government (ahead of the statutory deadline), it may best 

remedy the sources of consumer detriment that current payment surcharge practices may cause. 

 

The paper concludes that, from a theoretical perspective, defining costs in relation to the short-run 

marginal costs of different payment surcharges is likely to be desirable. This is consistent with the 

argument made by the OFT. There are two main arguments in support of this costing principle:  

 

– In line with economic theory, this will send the purest signal to consumers about the resource costs they 

are imposing on traders (and society) from choosing a particular payment method.  

 

– This will allow traders to cover the smallest amount of costs from a surcharge and require the maximum 

amount to be recovered through the headline price. This will make it easier for consumers to quickly 

compare offerings made by different traders and hence enhance the effectiveness of competition. 

 

In addition, this approach will also expose a greater proportion of the overall cost base of the traders to 

strong competitive pressures which, in similar situations, the Competition Commission has noted as a 

desirable practice to encourage firms to minimise costs and behave efficiently. 

 

In cases where traders recover the costs of some payment methods (i.e. cash) from the headline price, 

only the additional marginal costs associated with the alternative payment method should be recovered 

from the surcharge. This will eliminate the risk of over-recovery that might be present in some less 

competitive markets where surcharges are prevalent. A number of international studies have suggested that 

the costs borne by traders for processing cash payments may represent a substantial proportion of the costs of 

processing other payment types. Indeed, some studies indicate that, for certain transactions, cash may be 

more costly for traders to process than other payment methods. This suggests that there would be significant 

value in undertaking a detailed, robust study on the relative costs of different payment options in the UK 

context. Although it would not be desirable for this to hold up early implementation of Article 19 of the 

Directive (given both the arguments expressed by BIS and OFT and the fact that many surcharges are 

imposed in cases where cash payment is not an option), such a study could have a significant bearing on any 

future assessment of the appropriate surcharges set by traders, especially those who allow for cash 

processing costs to be recovered in the headline price. 

 

An approach based on marginal costs will be relatively easy to implement and, indeed, may be more 

pragmatic than approaches based on other costing principles. In particular, as the approach would 

require the fixed costs of payment surcharges to be collected from the headline price, it would substantially 

reduce the need for, and importance of, making volume projections.  
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There are five practical steps that would need to be taken by traders, and (as appropriate) checked by 

enforcers in order to operationalise this approach. These five steps, drawing on the analysis in section 

4.2.2, are summarised below. 

Figure 2. A five stage process to operationalise the principle of using short-run marginal costs to determine the 

‘cost borne by the trader’ 

 

 

Source: Vivid Economics 

 

1. Identify appropriate level of aggregation that a particular 
surcharge should relate to (potentially drawing on further BIS 
guidance).

2.Identify categories of costs associated with that payment type 
that clearly and unambiguously vary with individual transactions 
processed using that payment type i.e. which costs are marginal.

3. Assess the level and structure of per transaction surcharge that 
would allow for the recovery of these costs when assessed over 
the likely number of transactions of this payment type in a period 
of time  (perhaps one year). 

4. Deduct from this surcharge the marginal costs of those payment 
types recovered through the headline price i.e. cash (potentially 
drawing on further BIS guidance). 

5. Review over time to ensure no over-recovery (or to possibly 
adjust upwards in the event of under-recovery).
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