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Foreword

The spread of network and Internet technology is radically altering every
aspect of the business world—and nowhere more so than in the financial
services sector. The progressive breakdown of traditional divides
between institutions is accelerating, and the boundaries of the sector itself
are becoming increasingly blurred. Already, through the advent of the
Internet and associated technologies such as interactive television, it is
perfectly possible to envisage a time in the not-too-distant future when
banking services will be directly accessible from every living room and
office in the Western world.

The implications of such sweeping change are profound in the
extreme, and it is imperative that financial institutions evolve appropriate
responses to the challenge of this new order. Fleet-footed new competi-
tors, unfettered by the legacy of systems and methods of the more estab-
lished institutions, and free of any perceived need to offer a comprehen-
sive range of services and products, are constantly appearing. They offer
precisely targeted and highly innovative services that directly exploit
these new low-cost delivery channels.

To defend themselves against this sniping, established institutions
have to become fully capable of operating and winning in this demanding
new environment. This can only be achieved by adding flexibility and
speed of response to their more traditional strengths, thereby enabling
them to provide their customers with a range of services which are at least
as innovative as those offered by the new niche players, without sacrific-
ing the universality that still remains their greatest asset.

To achieve this, the ability—and willingness - to treat the customer as
a genuine partner in a valued relationship is crucial.

Valuing customers means dealing with them intelligently. In short, we
have to start acting smarter—whether in targeting products, in dealing
with enquiries through call centers, in face-to-face meetings at branches,
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vi Foreword

or in maintaining a dialogue with them via the computer, television or
mobile phone. In such circumstances, delivery, customer knowledge and
customer management are inextricably bound together and all are being
radically affected by the march of technology.

As a consequence, technology increasingly impacts all our strategic
decisions, from customer service and sales to mergers and acquisition and
asset allocation.

Personally, I have no doubt that we will continue to prosper in this
challenging new environment, through the intelligent use of new tech-
nologies. And since the first two ingredients of success are knowledge
and understanding, | commend Banking Strategies and Beyond 2000
to you.

Mike Blackburn
President of The Chartered Institute of Bankers



Chapter 1
The Competitive
Landscape

The changing financial services market—the backdrop
to acquiring IT solutions

The purpose of this book is to look forward at the challenges and oppor-
tunities created for the financial services sector by the increasing use of
standards-based information systems and networks. Its aim is to look at
financial industry strategies in the light of new technologics, rather than
at the technologies themselves. It raises such issues as how new methods
of delivering financial services will impact on the relationship between
customer and financial service provider. In essence it tries to outline how
the new technologies, such as the advances in customer relationship man-
agement systems and new delivery channels—for example, the Intemnet
and interactive television—will change the structure of the industry.
Although many financial services firms are recognizing the need to
create and keep up with changes in the delivery of financial products,
they do not necessarily have a wider view of how such changes need to
be supported by advanced customer management and knowledge tech-
nology. They also may not see its impact on areas such as mergers and
acquisition strategies and new competitive environments in globalized
markets. As will be seen throughout this work, technology and business
strategies in the financial services sector are now inseparably linked.
Change is a word that many do not easily associate with the financial
services industry, especially the retail financial sector. In the past new
technology may have been viewed as a threat by many in the financial
sector because it represented change. Yet, in reality change is no stranger
to this industry—no less so than any other. Banking and finance is a very
old industry and its basic function of storing and transferring value is still
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2 Chapter 1

the same. However, today the way in which banks and financial institu-
tions create value for their customers is becoming much more complex as
customers themselves become more financially sophisticated and demand
more advanced products.

Fifty years ago, people would have been amazed that it is now possi-
ble go to a cash machine anywhere in the world and use a plastic card to
get cash in the local currency. Likewise, the concept that a trader in
Zurich can trade shares in Hong Kong from the comfort of his desk by
pressing the keys on a keyboard would equally have been science fiction.

These revolutionary changes in the way value can be transferred have
also been reflected in the storage and creation of value. Indeed there has
been, arguably, greater change in the realm of value storage and accumu-
lation. The dimensions of this function have changed dramatically. The
storage of value can also be interpreted as the protection and accumula-
tion of future value. The development of futures and options and complex
hedging instruments allow firms, and indeed individuals, to protect them-
selves against future impacts on the core value of their funds.

The pace of change is undoubtedly picking up, but it has been a con-
tinuing feature of financial services. Many changes have been directly
related to the development of new technology. However, the financial
services industry is not simply reactive to the development of technolo-
gy; it can itself lead change and encourage technological advance.
Whereas looking backwards to the 1950s in the very first case study of a
book looking at how technology will change the financial industry may
seem a retrograde step, it serves to illustrate one point clearly.
Information technology firms have no exclusive rights over innovation;
to make a success they need a partner who can show them how the new
technology can deliver an end result on which a firm or an individual will
place value.

Case Study 1: Bank of America

ERMA —Electronic Recording Machine, Accounting—is one of the most
significant of the early computers developed at the start of the 1950s.
Bank of America approached the Stanford Research Institute to develop
an automated method for processing checks. They wished to build region-
al check-processing offices, taking much of the process out of the front
office.

Stanford came up with the concept of using a computer matched to
electronic ink (MICR) so that the computer could automatically trace the
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origins of the check, and through pre-processing via imprinting the check
details with MICR code, where payments had to come from and go.

A team lead by Barney Oldfield at General Electric wanted to enter
the computer industry—against the wishes of the board that wished not to
spend vast sums on what was then a very speculative and risky business.
After seeing the Stanford machine and telling Bank of America that his
division of GE could build these machines, he went back to his team with
a $30-million contract for 40 machines.

The full impact of this first contract from a commercial company for
a computer to do commercial work (rather than the scientific work they
were being used for in, say, the nuclear power industry) was immense. To
put it into context, only two years earlier government officials engaged in
encouraging the growth of the new technology had dismissed the possi-
bility of such sales. One example was Professor Hartree:

¢...a total of four computers would probably be sufficient to meet the
computational needs of Britain.”—D.R. Hartree, Professor of
Mathematics at Cambridge University, October 1949 in evidence to the
Brunt Committee, which was an important influence on post-war tech-
nology policy in Britain.

Tom Watson Sr., Chief Executive of IBM, made similar statements!
ERMA changed the scale of what was possible for the computer indus-
try. It showed that if one regional bank would place such orders, for a
technology as yet underdeveloped, then the scale of potential demand
to replace the previous generation of electromechanical systems was
enormous.

An interesting footnote is that Barney Oldfield was sacked when the
board of GE realized what industry he had taken them into; the price of
success can be high, though they later developed what was for a short
while the second largest computer company in the world.

The growing importance of technology to business strategy in the
financial services sector is leading companies to explore new business
models. Increasingly we are seeing the development of extremely close
partnerships between the supplier sector and the financial services com-
munity. Financial services companies are recognizing their need to have
access to the latest technology, but, conversely, wish to protect them-
selves from technological risk. Equally, technology providers wish to
have access to financial services firms so that they can tap into business
expertise when developing their products. In partnerships that work, the
financial services company gets access to potential competitive advan-
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tage through advance technologies, while being assured that the supplier
is sharing nisk. The technology company gets business and industry
expertise in developing products that are aligned with the industry’s
requirement, making them commercially viable when these are marketed
to third parties.

Most institutions now use packaged IT solutions to mitigate costs,
reduce project risk and speed product rollout. Others, however, also part-
ner technology companies in driving forward certain key technologies to
gain at least a short-term advantage over competition. In this book we
shall see where technology providers and financial services firms can
benefit from working together to push back the boundaries of what is pos-
sible in the creation of new financial service models.

Most banks, most of the time, are profitable, so why do they have to
hunt competitive advantage? Would a more sensible strategy be to cut all
discretionary IT programs to reduce costs and increase their profits in a
stagnant market place? If the market were stagnant then this approach
would certainly work.

However, most institutions are faced with an ever-changing environ-
ment. Those that have developed specialist niche roles may resist change
and be successful, although this can only be a short-term approach; oth-
ers cannot afford to ignore change even in the short run. Indeed banks and
financial services companies are having to deal with an increasing pace
of change in the competitive landscape in which they work, all of which
requires some collaboration between the business and IT strategies. Some
of the key issues they face include:

« Increasing competition—there is a rapid rise in competitive pres-
sures from established institutions, from new competitors from
other sectors, and from new greenfield entities

+ A need to form new relationships to deliver the services customers
now require

+ A strong impetus towards increased economies of scale through
merger

» A strong impetus towards increased economies of scope by selling
more product types and increasing customer “wallet” share

+ The development of interational competition and global banking

+ A step change in the way customers (retail, corporate and invest-
ment) expect to receive their services
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* Increasing customer choice and mobility, making customer reten-
tion harder to ensure

A need to develop strategies, channels and products that fit into an
increasingly customer-led rather than sales-push environment.
Customers now wish to own the relationship and create themselves
the solution that they need.

Competition—centralization of delivery

Such an environment means that a policy of simple cost cutting to main-
tain margins in the face of increasing competition is not a practical strate-
gic answer. Both new entrants and nimble established banks are imple-
menting new techniques to strengthen their position in the market, which
go beyond squeezing costs. Indeed, in the true sense of the term reengi-
neering as it was originally conceived, many firms are simultaneously
recreating themselves with lower cost structures, but with greatly
improved customer service models and with new product types. They are
able to work with lower margins but simultaneously improve their value
to the customer.

One of the biggest changes in recent years has been the seemingly
contradictory point that that while many operations have been centralized
they have, in fact, improved their ability to make their services accessible
to their customers.

Intuitively, in the past, the concept of centralizing operations and
decision making while improving customer service and access would
have seemed impossible. The argument would be that the point of contact
with the customer, the branch, would be disenfranchised. It could deal
with customer enquiries, but would have to defer to a central office for
approving a loan, thus slowing down customer interactions and reducing
service and sales levels.

This is no longer the case. The technology of delivering services from
a central point has not only developed, it has also become widely accept-
ed by the customer base as being a better way of interacting with finan-
cial services companies than using the branches.

The key developments, in order of development, in the retail finan-
cial market have been:

+ Automatic teller machines
+ Telephone banking
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Centralization of bank back-office functions (essential to new
branch developments and support of centralized delivery channels)

Electronic banking services
In-store supermarket banking kiosks/branches
Kiosk-based multimedia terminals at off-branch sites

The return of the home-visiting financial salesman, using note-
book technology

Intemet banking

Integrated telephone/electronic banking—mobile phone/PDA ser-
vices

Not all of these new channels may last the test of time for every bank,
but such an environment is the only method of providing what the cus-
tomer is looking for. They offer, in varying degrees:

24 by 7 banking

The ability for customers to carry out standard transactions
through self service

No queues

No need to travel to a traditional High Street banking site—near
which customers no longer work and where parking is difficult .

It is ironic, that by centralizing services, banks have begun to retum
to a culture of customer service. It was not that banks had lost this, sim-
ply the pattem of banking and the scale of it had left many customers
without the option of a banker with any semblance of knowledge of their
requirements. There are many reasons why this occurred:

A rapid growth in population and in urbanization left many bank
branches in the wrong location for customers to visit easily—espe- -
cially with fewer people working near traditional High Streets.

As Westermn economies have grown, individual wealth has accu-
mulated with a largely unbanked populace swiftly opening
accounts between the wars, and at an increasing pace after 1945,
aided not least by the success of banks in improving transactional
services to negate the advantages of cash holdings.

As wealth continued to be generated, customers began to require
more financial services, such as insurance and mortgages. These
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were not services offered by banks in the past and few customers
used them.

« As urban areas grew so too did the level of population movement
in most developed countries; this continues to be the case and
reduces the reliance on a single branch for acquiring financial ser-
vices.

These developments, together with bank mergers, the development of
the banking franchise and the growth in population, increased the number
of customers per branch while decreasing the relative value of each cus-
tomer (relative to the population as a whole, which was increasing in
wealth across the board).

Being a member of the local golf club no longer meant that the bank
manager knew his customer base. Further, the development of the ATM
and the credit card challenged the traditional relationship between the
bricks-and-mortar branch and the customer. This, an act of convenience
created by the banking industry that has offered great consumer benefit,
has had the side effect of allowing competition into the market place. The
disconnection between customer and the branch, and the increasing ten-
dency to associate a banking service with a card in the pocket and a brand
image, allowed the development of new market entrants able to offer par-
tial or full banking services without the need for the traditional branch.

Competition comes in many forms, varying in nature in different
countries where separate banking, financial and legal frameworks exist.
Nevertheless, all established European financial services sectors face the
same general framework of competition. The competition they potential-
ly face is developing all the time, and while the following examples rep-
resent a fairly powerful list of potential new competitors, in reality com-
petition can come from many other directions.

Competition from overseas

The potential for competition in many European countries from overseas
banks has been largely overstated in the retail-banking sector—until
recently. In Chapter 4, we look at building a global retail-banking brand
and consider some of the concepts being used to achieve this. A new
threat has truly arisen, based on new technologies, new branding methods
and new channels to market: the threat of overseas entrants into the mar-
ket.

In recent years, we have seen this threat develop, from the likes of
credit-card firms from the USA with new methods for the marketing and
targeting of credit cards using brand partners, or from overseas acquisi-
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tion of insurance firms. Meanwhile, the advent of the euro may mean that
a rationalized European market may not be many years away. Pan-
European ownership of retail financial services companies (already the
clear trend in insurance) is likely to be a major consequence of the euro.

Competition from financial services companies increasing
their franchise space

Obviously one of the key forms of increasing competition in the total
financial services market place has been firms moving from one sub-sec-
tor into another. In many countries (such as the USA and Japan) brokers,
insurance companies and banks have been restricted from competing in
each other’s space. In Europe, rules have not been so tight and the devel-
opment of bancassurance or Allfinanz has become common. However, as
restrictive practices around the world end, or as the need for regulation to
prevent monopoly, control of financial services recedes, then greater
cross-sector competition will develop.

The reasons for a firm from one sub-sector entering other parts of the
financial services industry are quite straightforward:

+ They already have a developed brand in financial services.

» They have knowledge of customer behavior in buying financial
services.

« They have expertise in creating and managing financial products.
 They have a distribution network.

» They have knowledge of the process involved in financial sales
and transactions.

However, often it is only the first three reasons that they actually
exploit. The “crossovers” often use a new direct method to enter new sec-
tors. They choose the direct model for a number of reasons:

« They can gain a cost advantage over entrenched suppliers.

+ It is a logical way to develop such channels for the mainstream
businesses they have.

« Although direct channels initially tend to have a high capital cost,
they offer lower transactional costs later.

« It does not risk current business or antagonize direct sales forces
or commission-only independent financial advisers.
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Later we shall look at some examples of this process. Among the
most discussed developments in the crossover of a financial service from
one sector to another has been the creation of Direct Line, the leading
force in UK motor insurance, which was set up by the Royal Bank of
Scotland. Its success has not only led it to become heavily involved in the
rest of the insurance market, but, ironically, for Direct Line itself to cross
over into providing banking services!

In the USA and Japan such moves are also taking place. For exam-
ple, Chase has recently established an insurance subsidiary, while banks
and brokers are beginning to merge in Japan. The floodgates will open as
legislation changes.

Competition from non-financial services companies

Sometimes it is not other financial institutions that are most threatening
to a banking franchise. After all, many banks will recognize that the
insurance industry is not necessarily the most dynamic of environments,
with many organizations lacking a certain entrepreneurial drive.
However, it is not only financial services companies that expand an estab-
lished franchise. Other companies also have profiles that they believe will
give them some kind of advantage in selling a financial service. Some of
these advantages could include:

* An established chain of distribution outlets capable of moving
from simple retail to all consumer services or to a suite of complete
“lifestyle” services

» Ownership of a successful direct-sales franchise

» The manufacture/distribution of products to which financial ser-
vices can be attached

» Customer knowledge

In the USA, banks have been swift to move into supermarkets and
shopping malls to extend their service coverage to where customer actu-
ally prefer to do their shopping. In other countries, some of the store-
owners have noted the US development and instead of simply leveraging
their real estate by selling space to banks, have used their loyalty
schemes, their coverage and their brand to enter financial services. In the
UK retailers such as Tesco and Sainsbury’s have sought greater control
over the in-store branch by establishing their own banking brands with
partner banks which simply act as transaction outsourcers.
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Meanwhile, car companies have developed a number of financial ser-
vice models, based on loyalty schemes, direct car lending or even using
their knowledge of high-value customers to establish mainstream bank-
ing services. Others such as the Virgin Group in the UK have used a
branding advantage to establish themselves in a niche for younger afflu-
ent customers.

True “greenfielders”

What is the appeal of financial services to “new age” entrepreneurs? It is
understandable why young educated entreprencurs rushed to Silicon
Valley, less obvious why they should be interested in retail financial ser-
vices, an old industry selling well-established products. However, new
banks such as Security First have proved that, when combined with new
technologies, banking still has the ability to attract the next Mr.
Rothschild or Mr. Mellon. Entrepreneurs are still looking at the financial
services market as a clear route to success.

Table 1.1: Examples of recent entrants into the UK retail financial services

market
New bank/outlet Banking Ownership Products Notes
partner structure
Sainsbury Bank Bank of 55% Sainsbury Mortgages
Scotland 45% BOS Savings
Xmas Saver
Visa
Loans
Tesco Personal Royal Bank Joint venture Instant access Also distribute
Finance of Scotland 50:50 savings Direct Line
(RBS)
Visa and Scottish
Loans Widows (RBS
Foreign partner)
Exchange products
Tesco runs own
call centre
Currently links
instore ATMs,
etc. via RBS
network
ASDA Lloyds Lloyds instore Pilot
branches
Safeway Abbey Abbey instore Pilot
National branches
William Morrison Midland Midland instore Pilot

branches
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Table 1.1: Examples of recent entrants into the UK retail financial services
market, con't.

New bank/outlet Banking Ownership Products Notes
partner structure
Virgin Direct RBS Mortgage/ Virgin call
savings/ center—
One Account current account RBS product
Checkbook
Visa/Switch
ATM
Legal & General Clearing 100% L&G Mortgage Insurance
Bank services industry entrant
only
Prudential Bank— Clearing 100% Instant access Insurance
EGG Account services Prudential high interest industry

savings account  entrant

Delivering financial services through partnership

It is notable that many of the firms entering the financial services indus-
try are doing so by forming alliances to build the key elements of their
foray into the market. The alliance approach gives them new ways of cre-
ating financial products and services, technological infrastructure, chan-
nel outlets and branding.

What we are increasingly seeing are some banks adopting a new role
as a financial services factory, including product development, processing
and payment services. They are then working with new entrants that have
decided to adopt a strategy based on exploiting their advanced distribu-
tion channels.

The roles played by different institutions are becoming very blurred.
As financial institutions choose their strategies and as suppliers develop
new techniques for supporting them, assessing the competitive landscape
is highly difficult.

Financial institutions have a number of operating methods to choose
from:

* Fully integrated full-service institutions
These are the banks, brokers and insurance companies that can afford to

develop a wide band of products, sell them and operate and support them
in house. These institutions need to fulfill a number of criteria to be suc-
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cessful. They must be large enough to support in-house products though
efficient processing factories. To create this level of efficiency they need
to have a large network of sales outlets to sell enough products to create
the volumes needed in the processing centers.

In addition to a large sales network, (whether branches and/or direct
channels) they must also be good at selling to create this high volume
level. Methods of creating better customer focused sales environments
will be a key theme in Chapter 3.

* Product builders—Process managers

In areas such as global custody, a group of major and not so major inter-
national banks have begun to recreate themselves as managers of a
process, that process being the guardianship and transfer of intemational
financial instruments and money. Firms such as State Street and Bank of
New York are major suppliers to the rest of the industry.

In the retail sector, we are just starting to see the equivalent—the
process managers. Like the custodians, these institutions take on the pro-
cessing work that in the past would have been the internal responsibility
of each market participant, and indeed would have been the entry ticket
into the sector. In the card market, MBNA and HFC are clear examples
of this development.

However, as new entrants move into the finance industry, these
process managers have expanded to include creating the products sold by
new-player entrants. They create and then support products on behalf of
greenfield companies via their processing factories. Banks are exploiting
their own product and processing capacities and capitalizing on
economies of scale by allowing firms that tackle a different sector of the
market to sell their products.

For example, Virgin’s One account is actually a Royal Bank of
Scotland product created specifically to target the types of customers
Virgin wished to acquire—young affluent people, often with self employ-
ment or with contractor incomes. Royal Bank of Scotland is very con-
centrated in Scotland and is seen as a traditional institution. Virgin gives
them a strong brand in the much larger and more affluent English mar-
ket—a strategy they are carrying out with a number of other partners.

The goal is to combine the processing needs of multiple vendors into
concentrated processing factories and gain economies of scale to compete
with the large full-service institutions or, where successful, surpass them
and encourage them to join the service themselves. The majority of such
institutions will be traditional ones—with access to clearing systems and



