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The segmentation that 
matters most is the 
transaction this customer 
is trying to carry out now. 

New ways to segment the market 

The traditional segmentation of wholesale, corporate, SME and consumer 
customers has now become too coarse, and banks now recognise many 
more segments and use them in their payments business as well as for 
lending and investment. Within consumer banking there is particular 
interest currently in the ‘mass-affluent’, who have high transaction rates, 
creditworthiness and balances and use a wide range of services. In the 
corporate and business sector two key dimensions are the level and range 
of cross-border business: how many accounts does this customer hold 
and what are its financing needs? 

Banking businesses have been set up to manage their customers according 
to their balances, but specialised payment providers look in much more 
detail at the flows. For them, the most important segmentation dimension 
is the transaction this customer is trying to carry out now. It is possible to 
capture this information in great detail if required, and should always be 
possible to meet customers’ needs. 
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Product evolution
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Figure 3 Non-cash payments per capita in developed countries 
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“Banks have forgotten just 
how and why cheques 
are used”. 

Card payments Credit transfers Cheques Direct debits 

Source: BIS Red Book 

Obstacles to removing cheques remain 

The move from paper instruments to electronic has been going on for 
decades. However, as the BIS “Red Book” shows (see Figure 3), cheques 
are still surprisingly prevalent even in many advanced economies – French 
customers write half the cheques in Europe. Some of those whose payment 
systems were under-developed in the 1970s have been able to move faster 
towards an all-electronic world. 

The obvious way to eliminate cheques is to raise their price in relation to 
electronic payments; this could easily be justified by the higher processing 
costs, but any concerted action by banks risks being viewed as anti-
competitive and so must be cleared by competition authorities. In some 
cases it will require changes to the law: a bias towards paper instruments 
is built in to much legal language. 

It is now clear that few national, and no international, authorities would 
object to pricing cheques out of the market, provided that alternative 
instruments have all the flexibility offered by cheques. Both Paul Smee at 
APACS and Chris Mann at the Bank of England pointed out that with a 
cheque, both payer and payee can control the value date, and even whether 
the payment is made. Some accounts require two signatories on a cheque: 
a facility which electronic banking does not offer. Chris Mann felt that banks 
must do much more research to understand how and why cheques are 
used, in order to demonstrate that the replacement instruments meet all 
customers’ requirements. 

Provided that banks undertake this research and design the right products, 
the infrastructure already has the flexibility to provide the services, and so 
we believe that within ten years most of those countries which still have 
significant cheque usage will have followed the trail blazed some years ago 
by others such as Sweden, Finland and Estonia. 
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Figure 4 E-banking vs broadband penetration in Europe 2005 
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Source: Deutsche Bank research, HeavyReading.com 

New channels are not a priority for banks – yet 

Electronic banking (e-banking) is now very widely established, with 
penetrations highly correlated to those of broadband Internet; most banks 
have a large minority of customers for whom this is the channel of choice 
(see Figure 4). The growth of e-banking has led to an important structural 
change in the way products are designed and offered: the trend is now 
firmly towards channel-neutral products, that operate equally well in branch, 
at the ATM or from a home or business PC. 

Mobile (or m-)banking, however, remains a much more elusive or partial 
experience: although a growing number of customers are able to view their 
balance and receive alerts through their mobile phone, many fewer are 
actually able to initiate payments directly to or from their accounts through 
the phone. There are several barriers to overcome: 

• Security is actually higher on a mobile phone than on a home PC 
(if registered to the account, the phone or SIM card can act as a second 
factor in an authentication system); but it is not fully within the control 
of the bank and therefore few bank risk departments will sign off the 
security against bank policies; 

• The mobile phone operators also have their own ambitions to offer 
mobile payment systems; banks must make a choice between 
co-operating with an operator or handset manufacturer, or competing 
against them; 
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Customer expectations 
around mobile payments 
are high, and a failure to 
address these would open 
the door to competitors 
such as mobile operators. 

Partnerships offer the most 
likely route to m-banking. 

• To operate on the greatest number of phones and in most locations, 
a lowest-common-denominator approach technology must be used; 
but this limits the user experience to something much less attractive 
than that available on other channels and is therefore inconsistent with 
the channel-independence principle; 

• Most m-payment systems to date have focused on low-value payments, 
where it is notoriously difficult to make money. 

However, several of our interviewees pointed out that customer 
expectations around mobile payments are high, and a failure to address 
these would open the door to competing organizations (notably mobile 
phone operators). Many financial institutions see m- and e-services as the 
key to attracting and retaining their most attractive future customers. 
However, operators on their own would also face obstacles, particularly as 
they seek higher-value transactions. 

Some services are already proving popular (SMS alerts for receipt of salary 
payments or to confirm high-value transactions, for example), and niche 
services aimed at small businesses are proving successful in some markets. 
There are also security benefits; the mobile phone is a second factor in an 
authentication scheme, and has a cryptographic processing capability. 

It is therefore likely that most banks will have to swallow their pride and 
make bilateral or multilateral alliances with mobile phone operators or third-
party suppliers in which security structures can be managed, technologies 
(SMS, USSD or Java applets) selected according to the phone type, and risk 
shared. On their own, most of these services will be loss-making, and they 
must therefore be offered as part of a bundle. Five of the UK’s top ten banks 
have signed up to offer a mobile banking service through Monilink1. 

Despite a sentimental attachment, banks see low-value 
payments as unprofitable 

Many banks lost money promoting electronic purses and online 
micropayment schemes in the 1990s. As a result, there is strikingly little 
interest among banks to develop micropayment schemes; the various 
micropayment fora round the world are dominated by telcos and third party 
service providers. Banks often take part only out of a fear that low-value 
payment providers could eat into their franchise. 

However, APACS in the UK points out that consumers make over 7 billion 
payments a year for less than £1, and a similar number for £1 – £52; there 
is a significant potential commercial and societal benefit in dematerialising 
these transactions, which would also permit new transaction types that 
simply cannot take place today. 

1 http://www.monilink.co.uk/ 
2 Source: “The Way We Pay 2006” 
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Banks are happy to allow 
third parties to develop 
micropayment schemes 
which they believe will be 
unprofitable. 

Many people have pointed out that most existing micropayment schemes 
(including PayPal and Google Checkout) operate on an account-to-account 
basis; they depend on retail bank accounts and the associated clearing and 
settlement infrastructure. Banks are therefore relatively happy to allow third 
parties to compete in what they see as an unprofitable niche market. If and 
when those third parties start to develop profitable business models, this 
attitude may change and banks may seek to enter or re-enter this market. 

The international card schemes take a less relaxed view, since much of their 
transaction growth will depend on winning the ‘war on cash’. One of our 
survey respondents believes that contactless cards will claim the largest 
share of low-value payments, before giving way to mobile payments. 

Figure 5 Typical Merchant Service Charge rates in Europe 
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Source: PSE Consulting, European Card Review July 2004 

Bundled charges will remain, but will follow costs 
more closely 

There is huge variation in charging structures round the world. The 
differences are most obvious in consumer banking, where in some cases it 
is illegal for banks to charge for cash withdrawals, or in others for cheques. 
But in business banking also, banks construct their charging structures in 
different ways, often relying substantially on float and interest income to 
cover part of the costs of their payment activities. In card payments, 
interchange and Merchant Service Charge levels vary widely (see Figure 5) 
and are sometimes used to subsidise terminal rental, cardholder loyalty 
schemes and other promotions. One survey respondent said they believe 
there will be significant changes in the interchange model over the next 
ten years. 
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Activity-based charging will 
spread down the tree. 

If charges were allowed 
o follow costs, it would 
spell the end of the ‘free 
banking’ anomaly in the UK. 

In many countries, paper-based transactions are free (or bundled with the 
account) while electronic payments are chargeable. As interest rates in 
some countries drop to historically low levels, and competition authorities 
focus separately on each aspect of charging, this is not sustainable. Even at 
more normal (if still volatile) levels such a charging structure invites attack 
by others with a different business model, for example competing on the 
length of the clearing cycle. 

Some banks are seeking to unbundle payment charges from other account-
holding activities, differentiating between ‘easy’ and ‘difficult’ payments 
and countries, and seeking wherever possible to reflect the true cost of the 
payment activity in their charges. Others will continue to bundle payments 
with account-holding but in more explicit ways: for example this level of 
account gives the right to ten electronic payments and one paper payment 
a month. We believe that we will see examples of both practices. 

For both consumer and business payments, the link with the account 
will become less important: we have seen that many consumer payments 
will not depend on a bank account, and it is very common for corporate 
customers to select their payment services quite separately from their 
relationship banking. This will encourage the growth of activity-based 
charging, initially for large corporate business but gradually extending 
down the tree. 

Prices will rise in the lower-charging countries (France, Netherlands for 
bank transfers and debit cards) and fall in the more expensive countries 
(Spain, Greece, Netherlands for credit cards). In the UK, it is clear that if 
charges were redistributed to follow costs, this would spell the end of the 
‘free banking’ anomaly that many UK consumers have enjoyed. However, 
the bank that makes this decision first will lose customers and be pilloried 
in the press. 

In the US, the pendulum has swung regularly between ‘free banking’ and 
the cost-based model, representing respectively loyalty and profitability. 
It is likely that the UK will now start this pendulum swinging. 

As more optional extras (such as invoice delivery, reconciliation etc) are 
added to the payment, these will initially all be unbundled (and often 
provided by partners). But gradually many of them will be added to 
the core service and taken in-house. This follows the examples of the 
securities industry (quoted by Paul Smee at APACS) and of telecoms 
after deregulation. 
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Infrastructure
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Economies of scale are the 
main factor driving 
infrastructure changes. 

“the whiff of M&A is always 
in the air”. 

Economies of scale are the main driver 

Everyone we spoke to in the course of this study agreed that economies 
of scale will be the main factor driving the development of the payments 
infrastructure over the next ten years. The returns to scale increase 
considerably once volumes reach the billions. 

As products are standardised, a small number of transaction types and 
message sets can be used for all transactions, with parameters and 
supplementary data fields accommodating any differences. SWIFT MT103 
messages are already treated as a universal standard, and the trend is 
expected to accelerate with growing use of xml and ISO 200223. 

Consolidation is currently taking place on a regional scale, for example 
through the creation of Sinsys, Equens and VocaLink in 2005/6, the 
acquisition of GZS, POLcard and APSS by First Data International, and those 
of Citibank’s and Alliance & Leicester’s acquiring business by Euroconex / 
Elavon. In North America, similar consolidation mostly took place in the late 
1990s, but did not (unlike these recent examples) involve both card and 
Automated Clearing House (ACH)4 payments. John Hardy notes that at 
international meetings of processors and schemes, “the whiff of M&A is 
always in the air; everyone wants to make sure they are invited to the table, 
otherwise they are on the menu.” 

Although there are many trans-national or supranational institutions, 
there are as yet few instances of truly global infrastructure. CLS Bank is 
the most-often-quoted example, and Neal Livingston thought the global 
market for liquidity associated with payments could be seen as an 
infrastructure component, with portals providing a matching and clearing 
service. SWIFT is another example of a successful institution – at least one 
respondent felt that this is because the banks have kept their hands off and 
allowed it to innovate. 

At the other end of the scale, however, national infrastructures are seen as 
obsolescent, since neither payments nor the financing that supports them 
are bound by national borders. 

3 ISO 20022: Financial Services – UNIversal Financial Industry message scheme 
4 The ECB now prefers the term “Clearing and Settlement Mechanisms” or CSMs 
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2001 2002 2003 2004 2005 2006 

Figure 6 Comparison of message volume growth for UK domestic (BACS)
 
and international (SWIFT) transactions, 2001 – 2006 
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Figure 6 shows that transaction volumes have been growing much faster 
for international transactions than for UK domestic transactions. The highest 
growth in 2006 was in fact in those countries that will shortly form part of 
SEPA: the top six countries for growth included Norway, Belgium, Finland 
and Luxembourg as well as Canada and South Africa5. Across the regions, 
Asia-Pacific experienced the highest growth in international traffic in 2006 
(20.3 percent), while Europe lagged at 15.7 percent. 

However, this consolidation raises a number of issues: 

Ownership structures are outdated 

The footprint covered by these ‘mega-processors’ does not match the 
footprint of the individual banks they serve: regional or sub-regional coverage 
is the norm. Processors must be free to recruit banks to their service, and to 
invest where the greatest returns will be found. 

These needs conflict with the traditional pattern of bank or inter-bank 
ownership of infrastructure. Not only are banks intrinsically conservative 
(for good reasons) but the needs of the owners may conflict with those of 
the processor. There is therefore a strong trend towards opening ownership 
of infrastructure to outside investors with deep pockets and the ability to 
react quickly; where banks remain part-owners they do so as investors 
rather than controlling shareholders. 

5 Source: SWIFT Annual report 2006 
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Low-value payments 
networks will increasingly 
be owned by outside 
investors, while banks will 
seek to retain control of the 
high-value infrastructure. 

The UK’s Payments Council 
is seen as a gearbox 
between consumers and 
regulators. 

“Neither chip and PIN nor 
Faster Payments would 
have happened without a 
strong push from the 
regulators”. 

Although this idea is accepted intellectually by most banks, in practice they 
often have a visceral attachment to bank ownership of key infrastructure, 
on the grounds that this protects their systems and allows management 
oversight. It seems likely that there will be divergence between the 
specialist infrastructure for high-value payments (which will for the time 
being remain in bank hands, or with bank control at board level) and that for 
standard or low-value payments, where primary ownership will increasingly 
be outside the banking sector. 

Banks losing the initiative on governance 

Alongside the questions of ownership comes the governance of these 
schemes. The high-value networks will in most countries be viewed as 
permitted monopolies, but this brings with it the need for regulation, and 
so they will acquire the status of regulated monopolies. 

Governments’ appetite for setting up regulators to micro-manage each 
industry is diminishing: even the UK is currently considering replacing many 
of its regulators with a purely competition-based structure. 

The appetite for consulting wider stakeholding groups has not diminished, 
however, and the UK’s Payments Council, with its independent members 
effectively representing consumers and user groups, is seen as a model for 
future structures in Europe and world-wide. Although the Payments Council 
is ‘governance-lite’: it is responsible for developing a National Payments 
Strategy, as well as ensuring that the co-operative structures are transparent 
and meet the needs of users and the economy as a whole, it is likely to be 
very influential in determining the strategy of individual networks and 
infrastructure components. Its main limitation is its UK domestic remit: 
as we have discussed above, most new developments are taking place 
on a regional or international scale. 

We believe that the initiative for the development not only of strategy but 
also of new payment products is moving away from banks to non-bank 
providers and even customers. Even regulators play a significant role: Gerard 
Hartsink at ABN AMRO6 points to SEPA, faster payments and the D+1 rule in 
the Payment Services Directive as developments that would not have taken 
place without a strong push from regulators and governments. 

The next candidates for such pressure could be overseas remittances, email 
and SMS alerts, or the provision of invoice numbers, tax rates and other data 
alongside payments. 

6 and Chairman of the European Payments Council 
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“It is easier to protect a single 
point of failure”. 

Lack of structures to manage and promote innovation 

Banks are also facing tricky decisions as to the best targets for their 
investments. Given limited resources, where can they gain the greatest 
advantage: by investing in shared infrastructure, in-house systems or 
custom developments, or by buying control of innovative companies who 
can provide added-value services? Few banks have a formal structure for 
assessing relative returns or making such decisions. 

If scale is the key to success and cost management in processing, how can 
new products and services be developed and launched? Banks, including 
NatWest and Deutsche, that have in the past set up ‘incubator’ structures 
for new business ideas have all closed them down. As long as banks remain 
the controlling shareholders in processing businesses, most decisions are 
likely to error on the side of caution and continuity. The new generation of 
non-bank investors has yet to make its mark but. However, as payments is 
separated between payment schemes and infrastructure suppliers they will 
have a real opportunity to make infrastructure companies both commercial 
and innovative. 

Reliability and business continuity now a global 
systemic issue 

Over the last ten years, massive investment has gone into increasing 
reliability and planning for business continuity in the payments infrastructure. 

This has led infrastructure owners in two directions simultaneously: 

• Resilience through diversification: the more routes a given payment 
can take, the more reliable the system. So if a payment can travel 
through a domestic or an international channel, through a high-value or 
low-value network, the chances of a successful outcome are increased. 
Despite the divergence in ownership between high-value and low-value 
networks, the products they offer are actually converging, with similar 
(or sometimes identical) message standards and authentication 
mechanisms. 

• Concentration: it is easier (and ultimately cheaper) to invest in and 
protect a single logical point of failure than to provide system-wide 
protection across a broad network. This is not inconsistent with the 
diversification goal: where key failure points can be identified within the 
system, effort can be focused there and all possible failure modes 
analysed. Dual sites can be backed up by a third, at much lower cost 
than a duplicate system. 
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“We want a virtuous circle 
where every transaction is 
on-us”. 

Business continuity planning is now a systemic issue – all operators are 
linked – and can no longer be left in the hands of individual operators. 
National central banks also have limited power over the more widespread 
networks, and ultimately this task must fall to the Bank for International 
Settlements. 

Reinventing the correspondent network 

For many years, the correspondent banking network has declined in 
importance in favour of SWIFT and other international Clearing and 
Settlement Systems. Many banks use their correspondent banking 
structures as account networks rather than using them for real-time flows. 

However, the largest banks now have much wider reach than most clearing 
and settlement systems, which remain strictly regional. Worldwide currency 
flows are concentrated in a few major currencies, in each of which a small 
number of large banks predominates; these in turn have operations through 
their region or franchise area. It therefore makes sense for banks to 
rationalise their correspondent networks: probably very few banks need 
more than ten correspondents to cover all the currencies in which 
they operate. 

These very large banks are working towards making every transaction 
‘on-us’. Chris Furness describes this as a virtuous circle, since it not only 
saves them costs, but also allows them to control more aspects of the 
transaction, hence giving more transparency and certainty to themselves 
and the customer. It also allows them to carry information alongside the 
transaction, either on their own networks or through parallel systems linked 
to their own, which helps them to meet many more of the demands of 
large corporate accounts. 

Second-tier banks can join this ‘ecosystem’ as correspondents; the 
arrangements must cover a much wider scope than traditional nostro/vostro 
accounts since they must carry additional data and allow tighter control by 
both paying and payee banks. 
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Competition
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“It’s like telling every band 
to play in the Eurovision 
Song Contest”. 

Governments want to take 
the credit where prices fall 
but to blame the banks and 
EU for those that rise. 

SEPA: a tax not an opportunity for most 

All banks are now very aware of the short-term impact of SEPA; they 
associate it with new credit transfer and direct debit instruments in euro, 
and with new rules for card schemes and the European Commission’s 
keenness to develop a third card scheme in Europe. 

Most of all, however, they associate it with explicit pressure to reduce prices 
and margins, through a combination of uniform product specification and 
the threat of direct price controls. “It’s like telling every band and orchestra 
in the country they must play in the Eurovision Song Contest” said one 
interviewee. 

It is clear that SEPA will eliminate a whole business activity of cross-border 
transactions in Europe. Geeta Gopalan at HBOS says that this will quickly 
have an impact on consumers’ behaviour, for example where they hold their 
current account. Marco Morsch at Commerzbank7 says that it will lead many 
customers to consolidate their accounts. Interchange will almost certainly 
converge, across instruments as well as between countries, and price 
scales will be compressed: what Geeta Gopalan describes as the “race to 
zero”. However, John Hardy points out that the reduction will very likely be 
less severe in the UK than in many other countries. 

Some banks have taken a proactive approach to SEPA and regard it as an 
opportunity to grow their business and market share. Others believe that the 
SEPA products are in line with their business customers’ needs. Certainly 
most banks in the non-euro countries8 will offer SEPA-compliant products to 
their customers well before 2010. 

European banks are resigned to a reduction in margins on most bank 
transfers, but see few countervailing benefits. Surveys9 have shown that 
a majority of large businesses, who are meant to be the main beneficiaries, 
are not ready to move to the new instruments. Several people pointed the 
finger at governments, who support the principle of SEPA and want to 
take the credit where prices fall, but want the EU and banks to take the 
unpopularity for those prices that rise. They could greatly improve the 
profitability and effectiveness of SEPA by immediately using SEPA 
instruments for all central and local government transactions, but no 
government has yet committed to this step. 

7 Quoted in gtnews on 15th May 2007 
8 As well as Sweden and Iceland, which have “opted in” to SEPA 
9 E.g. “The forgotten customer”, LogicaCMG Sept 05, “ Five Trends Transforming Global Treasury”, Treasury Strategies Inc, April 07 
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“Products must be global; if 
the consumer is given a 
choice, he or she always 
picks a global product”. 

Competition authorities giving mixed messages 

It is sometimes unclear whether the EU regards SEPA as a piece of 
regulation or deregulation: the Payment Services Directive is intended to 
introduce more competition into the payments sector, but unless there is 
tight co-ordination between financial services regulators and competition 
authorities in each country and across the EU, any loosening of regulations 
will not apply to the banking industry and will therefore give rise to 
competition issues; a bank which is successful in building market share 
through the use of SEPA may face investigation by the competition arm of 
the Commission. 

Most competition authorities continue to defer to banking regulators on 
deposit-taking and wholesale banking, but many have (particularly since the 
UK’s Cruickshank Report in 2000) viewed payments as a separate activity, 
not subject to any exemption from competition law. 

Although there is no general agreement among economists about the 
benefits or drawbacks of structures such as interchange, the most widely-
used products all use some form of interchange. However, the presumption 
among competition authorities is that any multilateral agreement is anti-
competitive until proven innocent. Both the levels of interchange and the 
means by which it is set have come under attack. 

Card schemes now believe that the argument for default multilateral 
interchange rates has been won. The SEPA Cards Framework states: 
“Interchange fees have proven to be a necessary enabler for the operation 
and development of the card business, and for sound co-operation between 
banks in competition with each other.” Average levels are falling, and will 
continue to fall, although some realignments will result in individual 
rates rising. 

Increasingly the battleground is becoming the monopoly status of various 
providers, particularly bank-owned processors in various countries, and the 
processing operations of the international card schemes. As we will see 
later, many of these have now taken steps to address their ownership 
issues, but the benefits to scale and network effects in both processing and 
risk management are such that only cross-border mergers, resulting in a 
small number of global players, can really provide a solution. Indeed, says 
Javier Pérez at MasterCard: “Products must be global; if the consumer is 
given a choice, he or she always picks a global product”. 
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None of our respondents 
felt their existing business 
model was under threat. 

Banks are not sufficiently worried about their future 

The Payment Services Directive is intended to transform the competitive 
environment for payments in Europe. The creation of Payment Institutions10, 
with an explicit regulatory bias in their favour, is intended to encourage 
retailers, processors, telcos and other special-purpose vehicles to set up 
new payment businesses with direct access to the Clearing and Settlement 
Mechanisms. Many of the new access arrangements can be made and 
broken very quickly, so that instead of clubs with tightly defined membership 
criteria and which took decades to join, the new arrangements have criteria 
just high enough to allow risk to be managed, and some memberships may 
be formed in seconds and released almost as quickly. 

Many people believe that the PSD will not provide sufficient incentive to 
non-banks to play a major role in clearing, settlement and account-holding, 
and that they will restrict themselves to incremental steps in the area of 
front-end services and low-value payments; this would limit the damage to 
banks’ business. However, the European Commission has given warning 
that if the PSD is not sufficiently effective in eroding banks’ control and 
market share in payments then it will take further action. 

The PSD is not the only force changing the nature of competition: national 
competition authorities have for some time taken a dim view of the 
argument that the security and integrity of the financial system depends 
on banks maintaining a monopoly. 

But perhaps the biggest impact will be that of globalisation, enabled by 
modern communications technology and international finance. The largest 
and best-funded players in each segment of the market have the lowest 
unit costs and the widest reach; they will ultimately determine the shape 
of the market and the role offered to second-tier banks (today’s national 
market leaders). 

Against this background, we were struck by the fact that none of our 
respondents appeared to feel their existing business model was under 
threat. Yet, given the pace of change in the industry, it seems inevitable 
that by 2017 several of them will be spending more time with their family, 
and even one or two of their institutions will no longer exist. 

A more realistic approach would be to identify which of a limited number of 
possible strategies for a retail bank currently engaged in the payments 
business may be achievable and profitable in their specific case; the closing 
section of this paper offers some suggested strategies 
for winning or surviving to 2017. 

10 And the similar category of Specialist Credit Card Institutions in Australia 
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Technology and 
innovation 
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“What we see could not be 
further from the general 
perception”. 

“It’s very difficult for banks 
to think in terms of pricing 
in pennies rather than 
pounds”. 

New business models driven by what is possible 

There is a widespread perception that banking is a mature, slow-moving 
business that adopts new technology only very slowly. The payments 
sector, however, is one part of that industry which has had to adapt very 
quickly to new technology, both in its own systems and those of its 
customers and partners. Neal Livingston says: “What Standard Chartered 
sees could not be further from the general perception: this is a very fast-
moving space”. 

Although innovation is probably fastest in business models, technology is an 
important enabler: many of the products on offer today would not have been 
technically possible ten years ago, and it is likely that in ten years’ time there 
will be new products which we cannot even conceive today for the same 
reason. Storage measured in tens or even hundreds of terabytes is now 
considered normal, or even necessary, but would have been ruinously 
expensive ten years ago. Near-real-time payments are now technically 
possible, although as discussed earlier there are often regulatory, risk 
management or cost constraints on offering them. 

Front-end systems and cryptography allow banks to offer their customers 
direct access to manage their accounts, initiate online payments and even 
to download reports tailored to the individual customers’ requirements. 
In corporate business, banks are not yet close enough to the Enterprise 
Resource Planning (ERP) systems of their customers; they will need to 
develop expertise in software integration and even in working with specific 
packages, or find a way to offer these services as part of a corporate 
payments package. 

We have already discussed the impact on the market of new players and 
front-end services. However, existing service providers are also innovating in 
the ways they provide services, for example in the way activities are starting 
to be unbundled, and customers offered more control of, for example, value 
date and channels used. 

One key limitation of existing systems, particularly at the low-value end, 
is the amount of information that must be stored, verified, backed up and 
secured for every transaction; this limits the minimum cost of each 
transaction. “It’s very difficult for banks to think in terms of pricing in pennies 
rather than in pounds”, says Eric Sepkes. There will need to be more use of 
aggregation (the low-level detail can be stored once, but the emphasis is 
placed on the integrity of the aggregate data). 

Several business models are enabled by the availability of universal, always-
on connectivity; for example retail payment terminals are not constrained to 
a single message pair when carrying out a transaction – this enables them to 
check balances or offer a range of options before executing the transaction. 
Others benefit from the ability to set up a secure peer-to-peer link very 
quickly, possibly on a temporary basis; this could be a powerful tool in the 
context of correspondent banking, as we will discuss below. 
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“Biometrics were the big 
thing five years ago, but 
not now”. 

Regulation forces adoption of new technology 

Regulation has been an important driver for banks to adopt new technology, 
particularly in three areas: 

• Storage: the enormous demands placed on storage by Basel II, 
Sarbanes-Oxley, the money-laundering directives and others have 
required banks to rethink completely the way they store and access data. 

• Identification and Verification (ID&V): the need to Know Your Customer 
and to protect that customer’s security thereafter, combined with 
widespread online access, has spawned a raft of new systems both at 
the back end (access to external databases) and at the front end (one­
time passwords, dongles, IP verification). One technology that seemed 
a few years ago to offer much promise was biometrics, however few 
of our respondents believed that biometrics were sufficiently advanced 
or easy to use to play an important role in their systems by 2017. 

• Neural networks and decision aids: the increased speed of response 
expected of systems, coupled with an increasing range of possible 
fraud attempts, make human or simple decision-tree structures unviable. 
A growing variety of software-based decision tools is now available to 
meet this requirement. 

Parallel data needs parallel systems 

There is increasing demand for more data flowing alongside the payment: 
information about the payment itself and associated charges, goods and 
invoice data, advices and reconciliation information etc. Eric Sepkes points 
out: “Most of this data today flows serially: you need more of these 
operations to take place in parallel”. 

Current bank systems, and particularly the inter-bank messaging, clearing 
and settlement systems, are not well-adapted to carrying large amounts of 
data for each transaction. However, the Electronic Data Interchange (EDI) 
systems that grew up in the 1970s and 1980s are still widely used, although 
most of them have adapted to the internet age and use open file transfer 
protocols. Each major manufacturing industry has its own network, while 
there are similar systems for international transport and customs. 

The banking industry is being encouraged to develop Electronic Bill 
Presentment and Payment (EBPP) systems in the context of SEPA, 
however again there are many commercial EBPP systems available. 

None of our respondents was aware of any initiatives that would assist 
convergence of these data streams. A new model is required for working 
with other, parallel channels to deliver these data. 
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Banking today is very 
technology-intensive… 
and yet few banks have a 
budget line for technology 
development. 

“I’m shocked at the 
sloppiness of the banking 
software industry.” 

Technology strategy development neglected 

Banking today is a very technology-intensive business. The pace of change, 
both in the technology environment and in the products used in the bank, 
is speeding up, and the quality of a bank’s products is very closely tied to 
the quality of the technology it uses and the bank’s skill in managing that 
technology. And yet few banks have a budget line for technology 
development, nor a department with responsibility for drawing up and 
managing a technology strategy across the bank. 

Banks today are among the largest IT users and spenders, however 
much of this spend is not strategic or market-led: around 70 percent of 
bank IT spending is now devoted to compliance, leaving only 30 percent 
for innovation and maintenance11.Compliance is now the major driver of 
IT investment decisions. 

Few banks now employ large teams of programmers directly (although 
there are some exceptions). But whether IT development is carried out 
in-house or by specialist contractors, these large, complex projects suffer 
from a poor delivery record, with many projects delayed or scaled down. 
Banks recognise this: a recent survey12 reported that financial services 
executives were the least likely (compared with other sectors) to be satisfied 
with their organisation’s innovation performance: only 41 percent were 
satisfied with the return on innovation investment. One respondent said 
he was “shocked at the sloppiness of the banking software industry.” 

Outside the top tier, which still uses a high level of custom build, the most 
successful bank IT projects have been those that use off-the-shelf software 
and open systems wherever possible; these organisations are able to focus 
on procurement and managing technology rather than developing it. 

11 “The European Payments Revolution”, Accenture 2006 
12 “Innovation 2007”, Boston Consulting Group, August 2007 
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Investment
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Many banks do not achieve 
sufficient scale to offer a full 
range of products... they are 
now faced with ‘make-or­
sell’ decisions. 

“No-one knows their unit 
costs split by function”. 

No consistent criteria for make – buy – sell decisions 

As described earlier, economies of scale increasingly apply to infrastructure 
and basic payment products. Many smaller and medium-sized banks do not 
achieve sufficient scale to offer a full range of products economically, and 
only the largest banks can participate in the operation of infrastructure. 
This is forcing many banks to reconsider how they offer services: directly, 
through an outsourcing agreement with a technology company, or in 
partnership with another bank or banks. 

Outsourcing has been a constant theme of banking technology management 
for at least ten years; as banking has become more technology-intensive and 
the scale of investment required has grown, make-or-buy decisions have 
become a routine part of all banking IT procurement decisions. 

In the early 2000s, many banks were faced with make-or-buy decisions in 
order to extend their range of channels and products; today this is more likely 
to be a ‘make-or-sell’ decision. There are few established methodologies for 
making these decisions, and hence a risk that they will be based as much on 
instinct as hard facts. 

As the process of consolidation continues, more and more banks are 
assessing their operations in a new light: should we be continuing to offer 
this service, outsource more operations, or just sell the business? These 
decisions require a good view of the profits and costs attributable to each 
function, activity and product: few banks can claim to have this level of detail. 
Still less do they know the value of the business they could sell: they can 
only discover this by trying the market. 

As we have described earlier, the payments ‘factory’ or core processing 
hardware and software can be outsourced relatively easily and with little 
emotion. Several cities in Eastern Europe are rapidly becoming centres for 
outsourced transaction processing, ATM and terminal management, while 
call centres – both in-country and overseas – are taking on an increasing 
share of support activities. However, even when these two areas have been 
fully outsourced, several cost centres remain, and ultimately the strategic 
value of the business to the bank must be assessed. 

‘White label’ products, offered by a third party for branding by a bank or other 
organisation, are already available (the MoniLink mobile banking service was 
already mentioned as an example) and are likely to become a common 
feature of the payments landscape in the next ten years. 
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Risk
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Banks don’t have a strategy 
for mitigating these risks. 

Reactive regulation is destabilising 

Many banks face a continuous stream of new regulation, particularly when 
operating internationally: there is always at least one country actively using 
bank regulation to manage political or economic issues. Regulatory risk: 
the risk that new regulations or government policies would adversely affect 
business, is now seen by several of our interviewees as the biggest 
emerging risk for banks. 

Often these are unintended consequences of well-meaning legislation: the 
global financial system is so complex that governments have less influence 
over outcomes than they often believe. Banks also suffer when payments 
regulation is used to promote or pursue economic, foreign policy or social 
goals: see the box below for some examples. 

Reactive regulation, enacted in response to a particular event or situation, 
is most likely to have unintended consequences and is often reversed or 
altered within a short period. 

Regulatory risk examples: 

• In the period following the dismissal of the Thaksin government in 
Thailand, in an effort to stabilise the economy, the interim government 
issued a raft of regulations, often more than one a day. It became 
impossible for banks in the region (for not only Thai banks were affected) 
to keep their systems up to date with these changes. 

• The globalisation of criminal activity, from terrorism to card fraud, has 
led to many new measures to control money-laundering, including the 
establishment in the US of the Office of Foreign Assets Control (OFAC). 
These require banks to purchase software and introduce compliance 
procedures that significantly increase the cost of doing business, 
without any attendant benefits for genuine customers. 

• The SEPA project is motivated as much by political as economic
 
objectives; it will in the medium term benefit only a specific group of
 
businesses (although in the long term it should have a much wider
 
impact); however the implementation costs (variously estimated at
 
£8 – 15 billion) are incurred over a much shorter period (2006 – 2010)
 
and by the payments industry alone. Some payment businesses are
 
still unsure what costs they will incur.
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Delivery and reputational risk are linked and growing 

The scale of recent investment in business continuity measures has 
significantly reduced the level of technical and operational risk associated 
with routine operations in most banks. The increased attention being given 
to resilience and to the identification of every possible failure mode should 
in the medium term reduce the risks associated with exceptional events 
such as terrorism and natural disasters. 

However, in the large corporate and inter-bank markets, delivery risk (a failure 
to perform to contract) is seen as a growing area of concern. Although the 
likelihood of a failure is much lower than ten years ago, service level 
agreements are much stricter and so the consequences of a failure are 
much greater. Even well-managed banks are regularly being hit by fines for 
breaches of anti-money-laundering rules. 

Another consequence of increased criminal activity is reputational risk; frauds 
today are much more likely to be large and to target individual institutions; 
when such a fraud occurs, unless the bank handles it exceptionally well, the 
loss of business can greatly exceed the direct cost of the fraud. 

Management of new risks is not yet an operational activity 

We believe that one of the reasons for the interest in these newer categories 
of risk, particularly regulatory risk, is that the management of other categories 
such as operational or credit risks is now a standard business process within 
the bank: it is part of everyday business and the responsibilities and strategy 
are well-understood. In the case of regulatory risk, however, there is no team 
assessing the likelihood of different regulatory activities and their impact on 
the bank, and drawing up mitigation strategies. 

It was very noticeable in the period leading up to and immediately following 
the publication of Regulation 2560/200113 (which effectively launched the 
SEPA process) that few if any banks had a mitigation strategy for this risk, 
and it is doubtful whether many more would have one today. 

13 Cross-border payments in euro: Regulation on equality of charges 
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The payments 
landscape in 2017 
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New players and ownership structures 

No-one expects major changes in the structure or ownership of the high-
value, inter-bank clearing and settlement systems. This may be short-sighted: 
we have seen that only a very small number of banks is needed to provide a 
full international service, and these could use correspondent structures 
among themselves. The international Clearing and Settlement Mechanisms 
would then address primarily mid-tier and smaller banks, and this could be 
handled by an independently-owned company with tight regulatory oversight. 
Indeed, why should the largest international banks support a system that 
benefits only their smaller competitors? 

We are already seeing consolidation at a regional level among processors 
and ACHs, and this is expected to continue until there are only five or six 
processors and ACHs per region; by 2017 this will be complete in Europe 
and North America but will still be taking place in other regions. Inter-regional 
consolidation will start during this time. Most of these hub players will have 
open ownership, including but not restricted to banks. 

Many banks will have left the payments business altogether, by outsourcing 
or by reducing the scope of their products. Their place will be taken by a raft 
of mostly smaller, non-bank players providing specialised services, channels 
and addressing niche markets; these will be directly connected to the 
regional hubs. Those banks that choose to remain and compete in retail 
payments will have to invest heavily in differentiated services and product 
design as well as high-performance, robust platforms. 

More ‘lifestyle’ products 

The trend on bundling is ambivalent, with regulators, pressure groups and 
particularly the EU pushing for much more unbundling, but customers at best 
indifferent and unwilling to accept the consequences when some products 
rise in price. 

However, technology now makes it possible to deliver more differentiated 
products to different markets, and to price them appropriately. By working 
with, for example, telcos and transport companies, retail banks should be 
able to create new product packages with higher margins than today’s mostly 
vanilla products. By 2017 we will see not only products aimed at different 
segments of the consumer and business markets, but also sub-brands and 
support services reflecting that segmentation: perhaps the call centre for the 
youth brand will answer “Yeah?” and deliver responses by text message, 
while another brand may play Mozart in the background as the customer 
service representative takes the time to enquire about the customer’s health.  
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The equivalent segmentation for business markets will be even more 
marked, with a shopping-list of added-value products and services that 
creates a ‘segment of one’. 

Not all banks will share this vision and by 2017 these ‘lifestyle’ products 
will co-exist alongside highly standardised basic products, priced down to 
the bone. However, we believe this latter strategy plays into the hands of 
non-bank competitors and offers no long-term profits. 

Slowdown or reversal of trend to securitisation 
and derivatives 

The major trend in the banking and financial services industry over the 
last twenty years has been towards ‘slicing and dicing’ transactions and 
balances: separating risk, funding and liquidity from customer ownership 
and servicing by the creation of securities and derivatives. This has 
improved liquidity and, most people believe, the stability and robustness 
of the system. 

However, it has also created new risks, to which regulators must respond; 
we must expect a slew of new regulations in the wake of the US sub-prime 
mortgage market and the well publicised problems associated with Northern 
Rock. New technology, criminal and terrorist activity will likely also lead to 
reactive regulation. Securitisation is a process involving the outsourcing 
of funding for lending activity. The risks associated with this are now better 
understood. The vision of outsourcing payments activity will now have to 
be evaluated in a more cautious environment 

Successful banks will by 2017 have turned managing regulatory risk into an 
operational activity; their proactive mitigation measures will have reduced 
their risk, probably by shifting it to smaller, less well-managed businesses 
both in and outside the banking industry. The management of derivative 
products and associated risks becomes a mainstream issue for all players 
in the payments value chain, and an issue for which few senior managers 
have the training or experience. 
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Strategies for winning – or survival 

This closing section offers some possible strategies a bank may want to 
adopt to increase its chances of winning, or surviving in the payments 
market until 2017. Some of these strategies may be seen as stand-alone 
and others as components of a strategy: 

• The premier league 
By 2017 there will be a small number (5 – 10) of banks leading the 
market. Each will have a strong business in all the leading countries and 
some developing markets; between them they will reach every market 
and currency. 

These banks can think seriously about independence from the
 
international clearing structures and other inter-bank fora: they will
 
provide the backbone for most large corporate business and an
 
increasing proportion of wholesale activity; some may also be active
 
in consumer business. They may choose to offer the parallel data
 
channels themselves or subcontract this to technology partners, but
 
under their brand and control. 


By 2017 it is likely that some non-banks, who today do not have this
 
degree of reach, will aspire to this league.
 

• Regional or specialised hub 
Organisations which cannot aspire to the premier league may still play 
a major role in one or more specific markets, providing a hub connection 
to international Clearing and Settlement Mechanisms. Today these 
specialisations will most often be regional, reflecting the regional 
structure of clearing and settlement, but in the next ten years currency 
groups, transaction types and even links with other sectors may be 
equally important specialisations. These organisations, which already 
include the international card schemes as well as premier-league banks, 
will provide wholesale access for smaller players, as well as a more 
tailored service for larger businesses, both multinational and domestic. 
This activity is largely separate from any consumer payments business. 

• Cost-leadership 
Cost-leadership involves not only going for maximum volume of 
transactions (tens of billions) but also avoiding any additional costs 
(of support, liability, etc). This strategy is mainly relevant to small 
business and consumer payments. It can be achieved either with very 
tight control on in-house operations or through a well-managed 
outsourcing agreement. Leadership in risk management may be an 
important part of such a strategy; a bank that is able to accept a higher 
level of risk than its competitors (by having better risk management) 
will also achieve higher returns. 
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• Differentiation 
Product differentiation (as described in ‘lifestyle products’ above) 
allows banks to achieve profit without cost-leadership, provided the 
differentiation allows higher pricing without consumer resistance. 
For this strategy to be robust, the product range must be sufficiently 
widely-spread to avoid reliance on any single fashion or customer group; 
otherwise this is a niche strategy, which is vulnerable to changes in 
mood or the economic cycle. 

• Partnership 
Banks may take the view that they cannot themselves provide the whole 
range of services demanded by customers; it is important to work with 
businesses in other sectors, and possibly also with other banks. A bank 
that selects the right partners early and manages the relationship well 
will have a significant competitive advantage. A differentiated product 
strategy may often be linked to a partnership delivery strategy. 

• Exit by outsourcing 
Most of the strategies described above require significant investment 
in platforms, people and relationships. A bank where payments are not 
seen as a strategic component of the business may choose to leave 
the business or to pass responsibility for all future investment to an 
outsourced service provider, which may be a technology company, 
specialist outsourcing manager or competitor. Today, this is often a 
difficult emotional decision for a bank to make, since the payment 
business – which we said at the outset is mostly about flows – is so 
often linked, organisationally and contractually, with the balances. 
Banks that can separate the two can make more rational decisions 
about the future of their payment business. 

• Divest 
As the payments business becomes more specialised and further 
detached from the account-holding activity, it may be possible for a 
bank to leave the payments business without losing the associated 
account-holding activity. The main difficulty, as we noted above, is that 
of agreeing a value for the business with a purchaser; some banks 
may also face emotional obstacles. 
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Figure 7 Technology and partnership investment by strategy 

Source: KPMG LLP (UK) 

Where will the investment come from? 

The strategies discussed above are summarised in Figure 7, which shows 
the level of investment required in technology (platforms and products) 
and in partnerships for each. 

In order to succeed in the payments market, a bank must NOW be 
undertaking or planning: 

• A major systems upgrade to a highly scalable platform with ‘any-to-any’ 
switching and interfacing, probably based on Open Systems and UNIFI. 

• Installation of a universal set of tools for customer identification, 
transaction tracking, data mining and pattern detection. 

• Links to, or establishment of, a parallel network for transmission of 
transaction-related data. 

• Detailed research on the needs and aspirations of its customers. 

• Partnerships with organisations that can fill gaps in its channel and 
front-end delivery capability, for example through mobile telephony. 

• An ongoing review of the need for investment in technology 
and products. 

Failure to deliver in any of these areas will probably rule the bank out of 
anything other than a minor role in 2017. 
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