Banks’ strategies in the ‘SEPA for Cards’

Erasmus University Rotterdam

Erasmus School of Economics

Department of Economics
Supervisor: Dr. S.G. van der Lecq

Thesis International Bachelor in Economics & Business Economics

Name: Soumya Shyam

Student number: 289863

E-mail: 289863ss@student.eur.nl
Contents

4Acknowledgments


5Chapter 1
 Introduction


7Chapter 2   Changes required to achieve the ‘SEPA for  Cards’


72.1
Payment card markets today and in SEPA


72.1.1
National payment card markets in the Eurozone


92.1.2
The move towards the SEPA for Cards


102.2
Initial conditions for banks’ card strategies


102.2.1
End users


112.2.2
Card processors


122.2.3
Competitors


132.3
Interim conclusion


14Chapter 3
 Matching banks’ strategies with stakeholders’  interests


143.1
Customer adoption


143.1.1
Banks may target merchants more than consumers


153.1.1.1
Effects on stakeholders


163.1.1.2
Results for strategic framework


173.1.2
Banks may target cross-border consumers more than domestic consumers


183.1.2.1
Effects on stakeholders


183.1.2.2
Results for strategic framework


183.1.3
Interim conclusion


183.2
Branding


183.2.1
Banks may fully replace domestic schemes with VISA or MasterCard


193.2.1.1
Effects on stakeholders


193.2.1.2
Results for strategic framework


203.2.2
Banks may continue to co-brand with international schemes


213.2.2.1
Effects on stakeholders


223.2.2.2
Results for strategic framework


223.2.3
Banks may start a new pan-Eurozone debit card


233.2.3.1
Effects on stakeholders


233.2.3.2
Results for strategic framework


243.2.4
Interim conclusion


244.3
 Processing


244.3.1
Banks may fully migrate to large, international processors


254.3.1.1
Effects on stakeholders


254.3.1.2
Results for strategic framework


264.3.2 
Banks use conversion software to make domestic processors SCF-compliant


264.3.2.1
Effects on stakeholders


274.3.2.2
Results for strategic framework


284.3.3
Increased risk of card fraud through processor outsourcing


284.3.3.1
Effects on stakeholders


294.3.3.2
Results for strategic framework


294.3.4
Interim conclusion


294.4
Pricing


304.4.1
Banks may charge higher interchange fees in SEPA


304.4.1.1
Effects on stakeholders


314.4.1.2
Results for strategic framework


314.4.2
Banks may distort price signals through cross-subsidization


324.4.2.1
Effects on stakeholders


324.4.2.2
Results for strategic framework


324.4.3
Interim conclusion


333.5
Chapter conclusion


33Chapter 4
 Concluding remarks & Recommendations


34References


37Appendix




Acknowledgments 

My thanks go out to my supervisor Fieke van der Lecq for her plentiful guidance, timely feedback and helpful suggestions during the writing of this thesis. I also thank professor Job Swank for co-reading this thesis and for his suggestions on two-sided market literature. 

I also want to express my gratitude to the following people who spent time with me to share their feedback and expertise on SEPA and/or payment cards. Edward Droste, Matthijs de Zwaan, Joost van Zwet, Christine Beijnen, Gerold Tjon Sack Kie and Bas Vogels.

Chapter 1

Introduction

Pan-European institutions are currently giving a lot of attention to the Single Euro Payments Area (SEPA). The European Commission, together with the European Central Bank, has set up goals and rules to make payments easier and more efficient all over Europe by the end of 2010.  An equally if not more important role is for the European Payments Council, the self-governing body representing banks and other private stakeholders.  The EPC provides guidelines to the banking sector whose decisions are crucial in making SEPA a successful reality.

SEPA affects three areas in payments: direct debits, credit transfers and payment cards. Payment cards are particularly interesting because they are currently the most widely used payment method in the Eurozone
. Additionally, payment cards are expected to follow an implementation framework different from direct debits and credit transfers; instead of being replaced immediately by a new set of schemes and rules (as is the case for the other two products), the ‘SEPA for Cards’ must gradually evolve from existing payment card markets. ‘SEPA for Cards’ ultimately means the integration of current national payment card markets, creating a single internal market in the Eurozone.

Among the players that must prepare themselves for these changes in the payment card market are the banks known as issuers and acquirers
. These banks firstly face meeting the compliancy rules (as outlined in the ‘SEPA Cards Framework’). Though the mentioned authorities provide the general regulatory framework and objectives for SEPA and perform a monitoring role, the actual pressure of the practical implementation and deliverance of SEPA rests mostly on the shoulders of individual banks. Banks must decide how to become ‘SCF-compliant’ in a very short time span and make new strategic decisions for the European payment card market. These decisions involve for example setting up new card schemes, selecting card processors (since in SEPA, schemes will be separated from processors), repositioning against competitors and setting interchange fees.

However, banks are not entirely free in these decisions. They must take into account other parties in their SEPA payment card strategies. Some of the changes for these banks are necessary requirements (imposed by authorities and/or the EPC), some decisions are up to banks but depend on, or affect, other players in the market (and must therefore be taken with consideration), and yet other decisions are completely up to the banks. 
Banks would want to take these decisions in such a way that their goals as individual players (for example increased profitability, a wider European customer base etc) are reached. But this may lead to discrepancies with the interests of other players. For example, consumers and/or retailers may bear the burden of higher card fees, or competing banks in the rest of the Eurozone may face entrance barriers.

It is therefore an interesting and highly relevant question to ask which options issuing and acquiring banks really have in the SEPA-payment card market that do not pose such risks; in other words, do not post unacceptable outcomes to the other parties in the card market.

To answer this question, more perspective must be gained on what the incentives of individual acquiring/issuing banks in the SEPA payment card market are and which decisions they are taking in practice. Their decisions can then be tested for viability with regulation frameworks and other parties’ interests and needs in ‘SEPA for Cards’. This thesis attempts to use such a method to provide a framework for issuing and acquiring banks’ strategies on the SEPA payment card market, aligning banks’ card strategies with the conditions implied by all other parties. 

To arrive at the answer, I will subsequently deal with the following aspects. In Chapter 2, I give an overview of the changes required to be made to achieve the SEPA for Cards. This chapter firstly gives a characterization of payment card markets in Europe and of the future SEPA card market (i.e. what the EPC and regulators aim for).  Secondly, it gives a brief overview of stakeholders’ interests in the SEPA for Cards and of the conditions this poses for banks’ SEPA card strategies. This will result in a tentative strategic framework for banks. Stakeholders are divided into three groups: end users (consumers & merchants), competitors and card processors. The framework presents the interests of each stakeholder group in banks’ strategies for each of these decision areas.
In chapter 3, I examine the actual decisions being taken by banks today (pre-SEPA environment), and discuss the impact of these decisions on stakeholders’ interests. Four key strategic areas are discussed: customer adoption, branding, pricing and processing. I assess whether banks’ decisions trespass on the framework defined in Chapter 2 and whether they affect stakeholders negatively in any other way. If so, I suggest changes for today’s card strategies that would realign them with the initial framework. This results in a new framework with additional conditions for banks’ SEPA card strategies that can be used to ensure banks’ future strategies meet all of stakeholders’ interests. 

Chapter 2

Changes required to achieve the ‘SEPA for 

Cards’

This chapter  illustrates the changes that need to be made in participating countries to achieve the ‘SEPA for Cards’ as the EPC and regulators (the European commission and its subdivision Competition DG (DG Internal Market), the European Central Bank and national competition authorities) see it. Separate attention is paid to the responsibilities of banks in realizing these changes.

The first section describes the overall changes that need to be made in national payment card markets in the Eurozone.  National card markets are very different from each other on various aspects (including, but not limited to, the degree of card adoption, card brands, processors and end user prices). I describe how the EPC and regulators aim to let national markets converge on these aspects so that an internalized SEPA card market can be realized
. 

The second section summarizes the requirements that banks must meet in the ‘SEPA for Cards’ according to the EPC
, and regulators.  The chapter results in an initial framework of conditions for banks’ SEPA card strategies. We use this framework to test banks’ actual decisions in Chapter 3.

2.1
Payment card markets today and in SEPA

First, I give an overview of the current situation of national card markets in the Eurozone. This is followed up by an overview of the vision the EPC and regulators have for ‘SEPA Cards’.

2.1.1
National payment card markets in the Eurozone

 With respect to customer use of payment cards, it can be stated that the degree of card adoption is distorted across Eurozone countries. Some countries are heavier card users than others, and some countries experience higher growth in card usage than others. This is evident in Figure 1 (see Appendix), where the BCG-Product Portfolio model plots the growth rate for each country against current total transaction sizes. Spain, Poland, Austria and Sweden for instance have high growth rates, implying that there is additional scope for card usage in these countries.

Card brands (or ‘schemes’) in national card markets in the Eurozone are mostly domestic; these brands are accepted within national borders but cannot be used for cross-border payments. In the Eurozone, there are currently at least 14 domestic brands (EPC, 2006, ‘Making SEPA A Reality’, pg 11). Domestic schemes differ in their commercial and technical specifications. Table A presents an overview of domestic brands, their areas of acceptance and their degree of complexity with respect to infrastructure and commercial practices. It can be seen that some infrastructures are complex whereas others are relatively simple. This is another area of divergence for Eurozone countries.

Card processing in Eurozone countries also often happen through domestic processors, which differ in terms of geographic outreach, business and technical practices, and level of technology. Simply put, the last two aspects imply that card schemes across the Eurozone cannot just switch from one country’s processor to another, because the technical specifications would not match. However, several international processors are also present in the Eurozone (for example FirstData, T-Sys and Sinsys) that offer cross-border processing.  Furthermore, card schemes in some countries are not a separate entity from the scheme (for example Luottokunta in Finland, or ServiRed and Sistema 48 in Spain (Hartsink, 2007). If an end consumer makes a payment using such a card, the processing is automatically done through the corresponding processor. 

The prices of payment cards charged to end users (both for debit and credit cards) also diverge strongly across Eurozone countries. Figures 2 and 3 show cardholder fees in several Eurozone countries for both national and international debit cards. Merchant fees too, diverge strongly across member states (European Commission Competition DG, 2006, p45-60).

It can be inferred from the above that national card markets in Europe are very fragmented in terms of end user adoption, brands, prices and processors
. What the EPC sees as the ‘SEPA for Cards’ can be called radically different since the EPC sees a completely integrated card market. This integration is aimed to ultimately remove the fragmentation discussed above (EPC, 2006, ‘Making SEPA A Reality’). 

2.1.2
The move towards the SEPA for Cards

SEPA Cards will primarily affect the Eurozone consisting of 13 countries
. (EPC, 2006, ‘Making SEPA A Reality’, p11). As Gertrude Tumpell-Gugerell, member of the ECB Executive Board puts it, “SEPA is all about (increased) choice” for all players in the card market (Tumpel-Gugerell, 2006). This means that because SEPA ideally offers more options for end users, banks, schemes and processors, these players have the opportunity of making more efficient and effective choices. Consumers can make payments everywhere with whichever card they choose, at the same rate everywhere for each scheme. Merchants are free to accept whichever scheme they wish, not hampered by technical or legal barriers, and can choose any acquirer in the Eurozone. Consumers and merchants will then choose the scheme(s) that meet their needs best at the lowest cost (European Commission, 2006,). Banks may choose the processor that offers higher quality and/or lower cost than was possible pre-SEPA.

To achieve an internalized card market and increased choice for all players, the EPC aims to remove barriers between national markets and ultimately the fragmentation discussed above. Once technical, commercial and legal barriers are removed, more cross-border interaction between players all over the Eurozone is made possible. This also includes cross-border competition (between banks, but also between individual card brands and processors)
. 

The EPC also wants to increase competition by introducing a new player setup (see Figure 4) with a new layer of competition in SEPA; schemes must be separated from their processors and compete individually for banks
. 
We can then describe the competition layers as follows; (independent, i.e. non-bank owned) card schemes compete for banks, issuing banks compete for consumers and acquiring banks compete for merchants, and processors compete for banks. 

Ultimately, stronger competition must lead to better price/quality ratios for end users. Cross-border possibilities also mean that large-scale banks, corporates and retailers can benefit from economies of scale and thus, cut the total volume of their costs. Banks may also increase cross-border merging to realize these cost cuts.

2.2
Initial conditions for banks’ card strategies

The initial conditions for banks’ strategies are derived from the SEPA Cards Framework (SCF) that provides the main rules, guidelines and commitments for the banking industry. I also use various publications and speeches
 of the mentioned authorities that have also expressed their views on what benefits a successful ‘SEPA for Cards’ must yield for stakeholders. 

Their views are summarized for each stakeholder group I deal with in this thesis; end users, processors and competitors. Before looking at each stakeholder group, it is important to note that banks must meet two deadlines: 1/1/2008 requires at least one SEPA-compliant card usable all over the Eurozone must be offered to end users by each bank, and 1/1/2010 requires all cards  to be SCF-compliant.  The time in between is the transition period, when non-SCF compliant cards may be distributed though they must be slowly taken out of circulation. After 2010, national schemes that are non-SCF compliant are no longer allowed to exist.

2.2.1
End users

Banks must offer a ‘consistent cardholder experience’- meaning that the cardholder experiences the same interface and verification process, no matter where in the euro-area the payment is made- for each card scheme. To achieve this, there must be interoperability of card schemes. This means that technical issues and business practices (i.e. operations setup, revenue models, interfaces) must not stand in the way of all payment cards being usable at all POS terminals and ATM cash withdrawal terminals in the Eurozone (EPC, 2006, SEPA Cards Framework). 

Effective and timely communication to end users is essential to ensure users know what is expected of them, what their needs are and to receive feedback from them. If this is not done, decreased service levels may result (EPC, 2006, ‘Making SEPA a reality’, p68).
Banks must include the adoption by end users into their business models and offer them cards that end users want to adopt (consumers will want to subscribe to the card and merchants will want to accept it at their POS terminals). The specific link of feedback from end  user to bank is important in this aspect, and this again shows how important effective communication is because it must be known what the barriers of end users adopting card products are (EC, 2006, p27). 

Banks must also ease migration and minimize migrations costs, not just to themselves but also to end users. Migration costs consist mainly of adjusting internal processes within banks and other parties, including retailers. These costs may not be pushed through to end users (EC, 2006, p19). 

Customer mobility should be encouraged the link of a card to a specific account should not prevent end users from making payments elsewhere in the Eurozone or switching from one bank to the other; this would also stand in the way of competition. A question asked by the EC is whether bank account numbers should be made mobile so that consumers can more easily switch to other banks. Switching between cards, too, must be made possible (EC, 2006, p20).

Perhaps one of the most important issues that could hamper end user benefits is pricing. This involves not only fair cardholder and merchant fees, but also a reasonable setting of the interchange fees
 paid by the acquirer to the issuer, since interchange is likely to affect end fees. High interchange fees should not cause acquiring banks to calculate higher fees to merchants, who may pass this cost on in their prices to consumers (EC Competition DG, 2006, p32). 

The EPC also points out that existing efficient national card schemes must not go to waste. End users must not be forced to move to other schemes which may be compliant but which pose high switching costs to these users. This can cause serious conflicts
. On the other hand of course, card markets should not remain strictly national.

Banks should also actively engage in card fraud prevention and provide regulators access to card data if this is necessary to reduce card fraud. Where possible, banks must monitor card schemes and processors for their engagement towards payment safety (EC, 2006, ‘Consultative Paper on SEPA Incentives’).

2.2.2
Card processors

The requirement of the SCF, and also Competition DG and the Eurosystem, is that there should be no vertical integration between card schemes and card processing. In other words, there has to be a separation of card schemes and infrastructure processing.. This will introduce a new layer of competition (as explained in paragraph 2.1.2) and increase competition among processors. 

In this new, separate processing market entry barriers for smaller processors must also be removed, especially where it concerns non-bank processors (a level playing field must be ensured). Effective competition in this area is not only fair towards new processors, but will also lead to transparent pricing for end users (European Commission, 2006, ‘Consultative Paper on SEPA Incentives’, p9 & p31).

2.2.3
Competitors

Competitors are not only other banks, but any player that offers the same (issuing and acquiring) services that banks offer. Though we term this stakeholder group as competitors, it must be remembered that both competition and cooperation (on certain areas) between these players are important for achieving the SEPA for Cards. According to the EC, banks must both compete and work with other players to create better business practices and define market standards (EC, 2006, p8).

Effective competition can only be realized when all competitors are able to 

participate in a level playing field. This implies that banks must allow non-bank 

competitors to enter their market (as previously mentioned), non-national banks to 

enter their home market and smaller banks to participate as well. Otherwise, there is a risk of decreased service levels, continued fragmented markets (national markets will essentially remain ‘national’, i.e. not extend) and/or a highly concentrated market, dominated by large players. Concentration of the payment card market might occur when the market becomes more integrated and larger banks look for cost advantages and grow, eventually leaving out smaller banks and confining the market to a few large banks (Nederlandse Mededingingsautoriteit, 2006).

Cooperation must be realized when alliances between banks, or between banks and other players, can lead to increased quality levels of cards schemes (EC, 2006, p8). 

Interoperability in such aspects is important because it can canalize successful value-added services to the wider banking community (i.e. result in positive network effects); otherwise there is a risk of just a few banks offering these services. Banks should also co-brand with other players without discriminating against institutional status; banks and non-banks, international and national card schemes alike, should be able to co-brand. 

Non-competitive card scheme rules and practices must converge, leading to the definition of best card practices. Some aspects of card schemes must be agreed upon by competitors to make cards more interoperable. These aspects are not defined by competition but cooperation, since schemes must come to an agreement on them.  Interoperability allows best practices to reach a wider banking community (but also reach more schemes and processors).

2.3
Interim conclusion

Table B in the Appendix presents an overview of the requirements discussed in this chapter, which are sorted according to the four key decision areas for banks: customer adoption, branding, processing and pricing. These requirements however are only in the interests of stakeholders, not necessarily of banks. Examining the table more closely, it may be clear that achieving a level playing field for non-banks, for example, is not attractive to banks individually (banks would rather compete aggressively to win more market share, even if this may be ‘unfair’ to small non-banks).

It can already be seen that banks’ actual decisions for SEPA (or tendencies, as we are still in the pre-SEPA environment) might conflict with some of the requirements in this framework. In the next chapter, I test whether this is indeed so by analyzing a selection of banks’ decisions for consistency with this framework.

Chapter 3

Matching banks’ strategies with 

stakeholders’ interests

This chapter analyzes the actual decisions being taken by banks regarding the ‘SEPA for Cards’. Firstly, we describe the decisions that banks have already taken (or the decisions they lean toward)
. This is followed by an analysis of the effect these decisions have on stakeholders. What results is a ‘verdict’ on whether each decision meets the initial requirements described in Table B, and new requirements that can be added to the framework to offset negative effects for stakeholders that are induced by current strategies.
3.1
Customer adoption

We start off with customer adoption by both merchants and consumers. I examine two tendencies banks show in their SEPA customer targeting strategies; retailers are targeted more strongly than consumers, and cross-border customer targeting may cause banks to lose focus on innovation in card products. Both tendencies are explained in a survey by Accenture (2006).

3.1.1
Banks may target merchants more than consumers

A main finding concerning the marketing aspects is that banks are targeting corporate clients (which include retailers), but have far less attention for consumers. Banks do want to offer improved services, but the emphasis is on the so-called corporates. Card product marketing to consumers is not expected to change much because of SEPA (Accenture, 2006, p24)..

It is not that consumers are completely absent from banks’ target customers, but the benefits that banks plan for consumers are aimed to reach them through ‘indirect channels’ i.e. through merchants. By services offered to merchants, consumers will benefit from more card acceptance, lower terminal fees and improved quality of payment cards. The aim is to bind retailers as clients, and let retailers derive their bank of choice from consumers’ needs (Accenture, 2006, p24).

The reason for banks’ focus on retailers over consumer may be that corporate customers account for (on average) twice as much revenue as consumers (of course, we are looking at issuers and acquirers combined here). Banks’ relative revenue composition between consumers and corporates (in Eurozone countries) is given in Figure 5.

3.1.1.1
Effects on stakeholders

To understand whether consumers are really being disadvantaged by banks’ ‘indirect targeting’ (through merchants), we turn to literature on two-sided markets, which applies to payment cards.

Rochet & Tirole (2003) and others including Reisinger (2004) define a two-sided market as a platform where two demand sides exist for the same product or service. For the product to have any value to one demand side, it must have value to the other. This means that the intermediary (the supplier) must have acceptance from both demand sides for the product to have any value. Also, the value of the product to one demand side changes if it is more accepted by the other side (in the case of cards, this means for example that widely accepted cards by merchants will be more attractive to consumers). The two demand sides may interact either directly (in cards, this would be at the point of service), or through an intermediary or the supplier (in this case, banks), or through both channels. Other examples of two-sided markets are dating services and advertising media (Rocket & Tirole , 2003, p990-991). 

The key to our answer is that consumers and merchants also interact directly, i.e. not just through banks (at the point-of sale, or through product advertisements). This implies that banks have two ways of reaching consumers; either directly (through issuing services) or indirectly through merchants.

If banks can offer card acceptance to merchants at an attractive rate with good services, this is likely to reflect in positive feedback to merchants’ offerings to the consumer. This is demonstrated by, among others, Rysman (2007) who shows a correlation between merchant acceptance and consumer adoption in payment card markets. This implies that the ‘indirect link’ to target consumers may be effective after all. In other words, targeting consumers through merchants may also yield benefits to consumers: wider acceptance, positive feedback and lower retail prices for example. This is an example of a network effect in two-sided markets: banks target one of the demand sides, but the other demand side also sees the benefits and this increases the value of the product, so consumers will have incentive to adopt this card as well
. 

However, some consumer benefits can only be realized if banks target this group directly (by targeting, I mean the offering of products (or product attributes) and services to consumers to win them as a customer). These are for example the value-added services attached to card membership; credit limits, credit rates, or in the case of debit cards, account-related features such as interest or again, credit limits). If banks do not target consumers explicitly, consumers are denied improved services in these areas.

3.1.1.2
Results for strategic framework

So banks’ indirect targeting does positively affect consumers, but also makes them lose out on direct value-added services. Should we therefore add the requirement of direct targeting to our framework? The answer is two-sided. From stakeholders’ (in this case consumers’) point of view, it does not matter who offers the value-added services attached to cards, as long as some player does, who will in turn win a more favorable position on the issuing market. In fact, if more players enter the issuing market, consumers will benefit from the increased competition. Increased competition results in lower prices and better services for end users.

If banks don’t do this, others will, and this is likely to happen in the SEPA card market for two reasons.

Firstly, non-banks are becoming increasingly important in Europe, both in front-end (i.e. the scheme side) and back-end of card activities. A recent study by Rosati & Weiner (2007) which assesses the importance of non-banks in 13 national payment markets in the EU, shows that non-bank presence is ‘high or prevalent’ in the ‘majority of the 13 countries’ (Rosati & Weiner, 2007, p12) especially for payment cards. The study shows high presence in specific activities targeted at the consumer (this is for example the case in what is termed ‘services for issuer’s front-end customers (payer)’ and ‘provision of payments instruments/devices to the front-end customer (payer or payee)’ (Rosati & Weiner, 2007, p54-71. 

Secondly, the EU Council has recently (March 27th, 2007) eased regulations in the Payments Service Directive (PSD) for non-bank providers of front-end card activities.   These changes make it much easier for such providers to offer services to consumers. The main changes are that capital requirements for non-banks are now less, the types of front-end services that non-banks may offer are now more, and less requirements on low-value payments (which are often more important to smaller non-banks providers) (Rosati & Weiner, 2007, p27).

So although banks are not completely necessary to offer direct services to consumers, because there are other players in the market, from a bank’s point of view, it would be wise to target consumers directly to not lose the market on certain issuing services. However, since consumers are not strictly dependent on banks for better value-added services, I do not add this as a requirement to the strategic framework (though it is a recommended strategy for banks).

Banks are however committed to effective communication about SEPA to end users by the SCF. If consumers are not approached directly, this means banks are breaching this commitment and trespassing on our framework. Banks have the possibility of educating their consumers on SEPA without intermediaries. And communication has so far not been very effective, since SEPA awareness on cards among consumers is extremely low. This implies that consumers are hardly aware of the possibilities that SEPA brings for them; increased card choice, more ease in cross-border payments etc. If consumers are unaware of their increased choice, competition may also be limited because consumers will simply continue to use the cards they already use and not adopt new card products. So this implies banks should invest more resources into communication about SEPA’s implications for consumers (i.e. about SEPA itself).

3.1.2
Banks may target cross-border consumers more than domestic consumers

Another trend in customer targeting is a strong emphasis placed on cross-border customer targeting. The aim is to consolidate across borders and serve markets that are not yet familiar with existing services that a bank offers to its domestic customers, rather than improve services further so that domestic users might also benefit from it
 (Accenture, 2006, pg 12). The main reason for this is that product innovation would only increase investment further (banks would want to avoid even higher investments because this is already taking its toll on their resources) and yields benefits at a later time than geographic expansion. However, it would also be an overstatement to say that banks do not care for card innovation at all, because investments are being made into wireless card technologies, mobile payments (author’s interview with Gerold Tjon Sack Kie, Capgemini, 2007). But geographic expansion does take away some of banks’ efforts that could otherwise be spent on innovation (Capgemini, 2006).

The partial lack of interest in innovation can be attributed to a combination of two factors.  The first is that banks have a lot of immediate costs (resulting in immediate cash outflow, so even if for example costs can be depreciated over a number of years, the bank suffers immediate cash outflow) to face and would therefore want a timely offset in their revenues. The second is that innovation does not offer this timely offset, but does require immediate high investments. Therefore, banks would rather take initiative in areas that offer faster benefits.  Geographic expansion offers such benefits; banks can immediately offer existing card products to new customers who are ready to consume. 

3.1.2.1
Effects on stakeholders
The effect of this trend is twofold. Customers in new markets will benefit from banks’ focus on them, but domestic customers will lose out if banks do innovate for domestic schemes. The cross-border focus is beneficial to end users in other Eurozone areas, but the lack of focus on innovation has a negative effect on domestic users. 

3.1.2.2
Results for strategic framework

Though SEPA investments already put a lot of pressure on banks’ resources, the EPC attaches importance to innovation in card payments, so banks are committed to investing in innovation. For the framework this implies that if banks do not want to make more investments into card product innovation, they should improve their card technologies in other ways. One possible solution is that banks could engage in joint ventures with infrastructure providers, processors or even other banks from countries that have more advanced payment systems than their own. Network effects could let banks with less advanced infrastructure benefit from more advanced technologies.

3.1.3
Interim conclusion

So far, we can add the following requirements to the framework defined in Chapter 3. Banks should design communication programs about the implications of SEPA for consumers. Banks would also benefit themselves and consumers if they defined their value-added services for consumers; however, if they don’t, their (non-bank) competitors will compete against them with better value-added services. Finally, banks should ensure that domestic users can benefit from the latest card technology, be it through new investments or through cooperation with players in other SEPA countries.

3.2
Branding

As the ECB denotes in the publication ‘The Eurosystem’s View of a SEPA for Cards (2006), banks roughly have three options regarding their branding decisions in SEPA: 1) replace domestic schemes entirely by international schemes, 2) co-brand with existing international schemes, or 3) create a new, pan-European card through cooperation between existing card schemes. All options are, to a higher or lower extent, under consideration by banks and have different consequences for stakeholders, as we will see in this section. 

3.2.1
Banks may fully replace domestic schemes with VISA or MasterCard

In the pre-SEPA environment, domestic payments are mostly made with domestic schemes and schemes like VISA and MasterCard are used for cross-border payments. For SEPA however, some countries have chosen to make VISA or MasterCard the benchmark for both domestic and cross-border payments (Austria, Germany, Spain and Portugal for example have already dropped their national schemes and chosen for option 1). Some banks expect that VISA’s V-Pay and Maestro’s MasterCard will be implemented in more Eurozone countries and that these schemes will dominate the SEPA debit card market. 

An important reason for banks to choose this option is most likely that full replacement by VISA or Maestro is a fast way of meeting SCF-compliancy deadlines. The SCF requires that all card brands can be used for both domestic and cross-border payments before 2010.

3.2.1.1
Effects on stakeholders

This leads to conflicting interests with for example current end users of domestic schemes. These end users may not want to switch at all. In Scandinavian countries and the Netherlands for example, users display a high satisfaction with their current card schemes. There is little demand for replacement of these schemes here, be it by VISA, Maestro or any other scheme (Jonker, 2007, p18 ).

The possibility of replacement by VISA and Maestro has for example already led to severe dissatisfaction in the Netherlands, where retailers stepped out of a national discussion platform on payments, as a protest to this replacement.

Replacement by VISA or MasterCard also affects banks and end users through a competition risk. If these two international brands would indeed dominate SEPA, there would be a duopoly. This could affect end users in the form of higher fees, less product innovation and less service (Katz & Rosen, 1998, p487-488). 

Also, international card schemes typically charge a much higher interchange fee than most domestic schemes, and this would translate into higher end fees for users (acquirers pay the interchange fee and charge a higher merchant fee to compensate for this extra cost, and merchants do the same to consumers) (ECB, 2006, p7). This interchange fee as such is perceived by some as unnecessary and inefficient (see paragraph 3.4.1), which is another reason why full replacement by international schemes would be unfavorable to stakeholders. 

3.2.1.2
Results for strategic framework

If all card schemes in the Eurozone were replaced by VISA (V-Pay) or MasterCard, stakeholders’ interests would be affected because a) end users will have to part with existing schemes that they are satisfied with, b) a duopoly between VISA and MasterCard would limit competition between card brands, and c) higher interchange fees lead to higher end user fees for both merchants and consumers.

This option does however have the benefit  (for banks) of immediate migration of domestic markets to an SCF-compliant card, which makes it easier for banks to meet the 2010 migration deadline.

This benefit is however only for banks, and the benefit is about meeting a deadline rather than making any long-term, structural improvements for stakeholders. The negative effects on stakeholders described earlier would be irreversible once VISA and MasterCard dominate the SEPA card market. It is questionable whether ‘meeting the SEPA deadline’ weighs up to all these negative effects. It can be concluded that full replacement of domestic schemes trespasses on our strategic framework without offering any benefits for stakeholders that would imply a tradeoff (banks themselves however may find replacement an easy way of complying with the SCF in time).

3.2.2
Banks may continue to co-brand with international schemes

Another key finding regarding banks’ card scheme decisions is that not all banks in the Eurozone plan to migrate from domestic schemes to SEPA-schemes
 at the same time. It is a known requirement in the Cards framework that banks must offer at least one SCF-compliant card by 1/1/2008, and purely domestic schemes must be eliminated by 2010.  However, banks in some countries would rather maintain domestic schemes for a longer time than 2010, because the other two options do not appeal to them yet (they do not wish to fully migrate to VISA or MasterCard, but would also like to assess market reactions to the very first SEPA cards before issuing a new pan-Eurozone card themselves. Examples are banks in Italy and Belgium) (NVBulletin, 2006, p14-15).

The aim is to make domestic cards SCF-compliant while changing these schemes as little as possible. This can be achieved through co-branding: domestic schemes are issued together with one (or more) international card schemes, making it possible to pay through any of these brands with the same card. Co-branding is already a widespread practice to enable cross-border payments. Under this strategy, banks add VISA or MasterCard to domestic schemes that are not already co-branded so that these cards too are SCF-compliant.

Next to avoiding first mover’s disadvantage of issuing a new SEPA-wide card, banks also choose this option because their national schemes are in some cases highly effective in serving customers’ needs ((NVBulletin, 2006, p14-15). Replacement by V-Pay or Maestro or (immediately) creating a new pan-Euro scheme would mean destruction of good payment services; exactly the opposite of what the EPC, EC and the ECB want to achieve
. This ‘comply and postpone’-option is also used in card processing (see later in this chapter). 

3.2.2.1
Effects on stakeholders

Though this option does meet SCF requirements, it may still lead to conflicting interests with other stakeholders. If banks continue to co-brand, many of the changes envisaged for SEPA (increased competition, increased cross-border ventures, economies of scale, more end user choice etc.) will not be set into motion. (ECB, 2006, p10). 

Firstly, I discuss the lack of competition induced by this strategy. Consider Figure 6 in the Appendix. Banks assign either V-Pay or MasterCard to domestic schemes for all cross-border payments. Consumers can choose for cards with either V-Pay or MasterCard on them.  This means that for all cross-border payments, V-Pay and MasterCard will compete with each other. Users in country #1 will use their domestic brand(s) in their own country and choose between V-Pay and MasterCard for cross-border payments, for example in country #2. However, these consumers do not have the choice of using domestic scheme #2 in country #2. Neither do they have the option of using their own domestic scheme here.
The result is that international schemes compete with each other for cross-border payments, but domestic schemes do not compete with each other or with international schemes (except, strictly speaking, within their own country where consumers can also use the international brand to make domestic payments)
.

Domestic schemes will serve domestic markets, and international schemes will serve cross-border payments in parallel, without functioning as though they operated in the same country. This actually defines the ‘mini-SEPA’ that the European Commission has warned against in the ‘Consultative Paper on SEPA Incentives’. If domestic and cross-border payments remain two different markets, there can never be a truly integrated card market where all cards are accepted everywhere in the Eurozone. End users will face higher prices, lower quality service, and less choice in these circumstances. 

Another negative effect caused by co-branding in SEPA is that cross-border opportunities, especially economies of scale, are not all realized. In co-branding, various schemes are presented on the same card product, but these separate schemes might entail different interchange fees, different interbank processors, different settlement rules, different scheme rules etc. etc. If these aspects were consolidated (i.e. if the card contained but one scheme), cost efficiencies could be realized (ECB, 2006, p10).

Furthermore, co-branding in SEPA could imply less social surplus for stakeholders than a situation where all brands are issued separately. The reason is as follows.

Co-branding is a form of product bundling; different products that could be offered independently are offered together. Product bundling induces customers to choose a group of products from the same provider (in this case, an issuing bank) because this is cheaper than buying the products separately. However, if consumers’ preferences for firms are heterogeneous (in other words, if a consumer prefers to buy the domestic scheme from bank A in his home country, but prefers VISA or MasterCard from bank B in his home country)
, buying a co-branded card instead yields less utility to consumers, even though it is cheaper. The consumer would have higher utility if he bought cards according to his own preference, i.e. buy the domestic scheme from bank A and the international scheme from bank B.

Product bundling therefore causes consumers to deny themselves welfare (Reisinger, 2004, p14-p16).
3.2.2.2
Results for strategic framework

The strategy of continued co-branding in SEPA was shown to have three negative effects on stakeholders; lack of competition, unrealized economies of scale and a loss of social surplus (because product bundling causes this loss under heterogeneous consumer preferences).

However, co-branding also provides banks the opportunity to retain brands that end users do not want to lose, or want to be phased out at a slower tempo than the 2010 deadline implies (NVBulletin, 2006, pg14-15). 

Co-branding domestic schemes with international schemes only has long-term negative effects and therefore cannot be a long-term SEPA strategy. The main reason why banks choose to co-brand all their cards is to meet compliancy deadlines
. For our framework, we add the requirement that co-branding can be a short-term solution to meet compliancy, but in the long run banks must choose another strategy, especially to make domestic payment markets compete with each other
3.2.3
Banks may start a new pan-Eurozone debit card

Banks also consider the option of setting up a new pan-Eurozone debit card. This provides banks with an alternative to VISA’s V-Pay or MasterCard for cross-border payments.

There are different ways of starting up such a card, but what seems to be under most consideration by banks is to create a new card based on the Euro Alliance of Payment Schemes (EAPS)
. 

EAPS is an alliance of domestic schemes across the Eurozone and guarantees acceptance of all participating domestic scheme in all participating countries. Banks are free to co-brand with any other scheme (domestic or international). These cards are accepted throughout the SEPA area. EAPS in itself is the realization of a pan-Eurozone debit card the way the ECB suggests; through alliances between existing national schemes (although more domestic schemes must join the alliance in order for EAPS to cover the whole Eurozone). Eight major European banks want to add a new pan-Euro debit card to that list of schemes (CNN World Business News, 2007).

3.2.3.1
Effects on stakeholders

Participating in The Euro Alliance of Payment Schemes does not have most of the negative effects discussed in the other two options. Domestic schemes can continue to exist so that satisfied end users are not denied their preferred card. Because EAPS ensures acceptance and the possibility of co-branding for all domestic card brands across SEPA, competition between domestic schemes is also ensured (so the competition risk discussed in paragraph 3.2.2 does not apply here). Banks are given the option to co-brand with any card they choose (including domestic schemes). We saw however that co-branding causes welfare loss to consumers if their preferences for banks are heterogeneous, and this risk is still present in EAPS.

 Additionally, if a new pan-Euro debit card were added to the list of EAPS schemes, banks could offer an answer to domination by V-Pay and MasterCard. The negative effects for stakeholders that would result from such domination (namely higher interchange fees and prices), would then be avoided. So compared to the other two options, a pan-Euro card has more benefits for stakeholders.
3.2.3.2
Results for strategic framework

EAPS seems to fit into all the requirements of our framework from Chapter 3.  However co-branding is still allowed under EAPS and as we showed in the previous paragraph, consumers lose utility in co-branding, but this can be avoided if banks across the Eurozone offer all other participating domestic schemes separately as well as co-branded with other schemes in the long term (this strategy is termed ‘mixed bundling’ in the literature).
The introduction of a new debit card based on EAPS members could introduce more competition against VISA and Maestro, which also benefits stakeholders because it avoids a duopoly of the two international schemes and the risk of strategic price setting that comes with it.

So participating in EAPS and additionally starting a new debit card based on EAPS both are beneficial to stakeholders. Banks should however ensure that the new debit card does not replace the existing domestic schemes participating in EAPS. All the benefits of retaining existing schemes (as discussed under ‘Effects on stakeholders’ will then be lost. Such a replacement would have the same negative effects as shown for V-Pay or MasterCard).

3.2.4
Interim conclusion

Among the three options banks consider for their SEPA branding strategies, participation in EAPS seems to offer the best benefits for stakeholders. Fully replacing existing schemes by international schemes has no benefits except that it ensures domestic migration before the 2010 SEPA deadline. The main disadvantage of co-branding between domestic and international schemes is that a ‘mini-SEPA is created and stands in the way of competition between domestic schemes. 

EAPS does not have any of these disadvantages, provided banks offer all domestic schemes separately (in addition to co-branding) and do not allow the new pan-Euro debit card to replace existing domestic schemes.

4.3
 Processing

Processing will be separate from individual card schemes in SEPA, meaning that banks will have to choose processors next to choosing brands. This split is meant to introduce a new layer of competition, as can be seen from Figure 4 discussed in paragraph 2.1.2.

In this section, we take a look at the effect of banks’ decisions in processing on stakeholders to define our strategic framework further.
4.3.1
Banks may fully migrate to large, international processors

A first important observation is that there is a strong tendency among banks to move towards already successful, large-scale worldwide processors such as VISA, Maestro and FirstData, because of their unparalleled low-cost processing services. Only 6% of banks believe that new entrants (be it bank-owned or commercial processors) stand a chance of surviving successful processors (Accenture, 2006, pg 17 & 20). A sudden ‘jump’ to VISA and Maestro as the main card processors in Europe is very likely to occur (Capgemini, 2006). ’Some predict a ‘total shakeout’ in the card processing market, where a few large players remain and smaller players lose out in competition (author’s interview with Gerold Tjon Sack Kie, Capgemini, 2007). 

4.3.1.1
Effects on stakeholders

The migration to large, international processors has three main effects on stakeholders.

Firstly, domestic processors are fully replaced and the value of these processors (in terms of investment, technology, resources) is lost. Not only is this a loss for processors, it also affects end users, especially if these systems were of high quality. End users may suffer higher prices, longer waiting times if domestic processors were superior to international processors.

Secondly, domination by such processors stands in the way of a level playing field with smaller players. Though the new card processing market is meant by the EPC to be freely accessible to larger as well as smaller players, banks are far more likely to choose VISA and Maestro over small players because of the cost advantage. Since payment processing depends on high volumes to offer low prices (NVBulletin, 2006, pg14-15), smaller non-bank processors are competed our of the market and new processors are not able to enter because of the international processors’ ability to impose market barriers (for example impose predator pricing).

Thirdly, large international processors dominating SEPA processing will create a situation of oligopoly in the long run (with only VISA, Maestro, FirstData dominating SEPA processing). If the two main players alone dominate (VISA and Maestro) there will be a duopoly. This is a risk because an oligopoly or a duopoly will limit competition. Except for temporary phases of predator pricing (to keep other processors out of the market), this will increase the cost of processing for banks (i.e. the price charged by processors) because sellers are price makers (sellers’ influence on prices would be less if more processors entered the market, this increases the risk of strategic pricing behavior) and transparency about pricing goes down. Ultimately, if banks recalculate the higher cost of processing in their prices, end users are also affected (Katz & Rosen, 1998, p507).

On the other hand, choosing successful international processors also benefits stakeholders (at least in the short term). The fact is that these processors are not cost-efficient to banks. Banks are making the most efficient choice from their point of view by choosing lowest-cost processors (at least in the short run) and this will be to the benefit of end users because they pay a lower price. 
4.3.1.2
Results for strategic framework

It can be seen that full migration to international processors negatively affects stakeholders’ interests. The quality of existing processors is lost, there is no level-playing field for smaller competitors, and oligopolistic price-setting behavior in the future stands in the way of cost-based pricing once the ‘shakeout’ has taken place.

This does not mean full migration to VISA, Maestro or FirstData processors has only negative effects, because these processors do offer low-cost services in the short run and this benefits end users. Also, the emergence of new SEPA-wide processors such as Equens and SWIFT means that the SEPA processing market might not be oligopolistic (or duopolistic) after all. The market will be more competitive with such new processors, and banks might move to them from VISA or Maestro if their services and prices are more competitive. This will ultimately benefit end users.

The switch to VISA or Maestro implies a tradeoff between the short-term benefits and the fact that smaller processors will be competed away, and domestic processors go to waste.

4.3.2 
Banks use conversion software to make domestic processors SCF-compliant

Another strategy that banks apply in processing is to use so-called conversion software (for example through EBA Clearing) on domestic processors to make them SCF-compliant. This  conversion works as follows; domestic processors continue to function as before, but whenever cross-border payments are made, conversion software allows the domestic system to recognize non-domestic cards. This way, processors are SCF-compliant without needing any drastic changes because they are able to process cross-border payments. Banks can adjust their processors towards SEPA-wide systems at their own pace (this is estimated to take around five more years, according to Deutsche Bank Research (2005)). Banks in Belgium, Italy, Luxembourg, Spain, Finland have taken up conversion software in their (in-house) processing (IBM, 2006, pg 16-27).

4.3.2.1
Effects on stakeholders

The use of conversion software allows processors to differentiate between domestic and cross-border payments. This gives rise to the question whether using conversion software would trigger the ‘mini-SEPA’ that the EPC and EC want to avoid.  In a ‘mini-SEPA’, domestic and cross-border payments are processed in parallel but are different in terms of brands, technical specifications and business practices. Because processors are not interoperable, processing markets do no have access to each other and this stands in the way of an internalized card processing market and competition between all existing processors. And lack of competition would again result in higher prices (increasing the cost of processing for banks and ultimately to end users).

Does the use of conversion software create such a lack of competition? The answer is somewhat the same as in the situation of co-branding discussed in paragraph 3.2.2. Conversion software allows domestic processors to recognize the technical specifications of international processors. But does the same apply to domestic processors from other Eurozone countries? If no, we see the same lack of competition between domestic players as in Branding (see Figure 4). Domestic processors will compete with international processors, but not with processors form other countries because of lacking technical interoperability (in branding, this can be compared with the lack of acceptance of unknown domestic schemes).

Conversion software however does have an important positive effect on all stakeholders. It allows some domestic processors in the Eurozone that are more advanced than SEPA-wide processors to stick to their own technology rather than migrate to a SEPA-wide processor that might not be as advanced.  Such countries (for example The Netherlands and Belgium) can continue with their own processors and meet SEPA compliancy by making cross-border payments acceptable through converting software. Banks in these countries will decide to migrate domestic processors when pan-European schemes become superior to theirs (or else there is not much for these countries to gain). The ‘convert and wait’-option in countries with highly advanced payment infrastructure benefits stakeholders because they are not forced to move to less advanced infrastructure just for the sake of compliancy. End users can continue to benefit from the aspects of high-quality processing that affect them; for example relatively short waiting times, safer processing systems (limiting the risk of card fraud), higher quality/cost ratios. Other processors and banks can continue to benefit from their advanced technology through network effects. 

However, conversion software no longer has this additional benefit once SEPA-wide processors become as advanced. When this happens, banks are better off moving to for example SWIFT or Equens because they can enjoy the same level of technology while saving on the cost of conversion software
. 
4.3.2.2
Results for strategic framework
We can conclude that the use of conversion software in domestic processors may pose competition barriers between domestic processors in the Eurozone.  If such software only converts to and from international processor specifications, domestic processors from other countries will not be able to compete with each other. This leads to lack of competition in the SEPA processing market, with consequences for stakeholders in pricing and service quality.

So to make sure this does not happen, conversion software should recognize other domestic processing technologies. 

However, conversion software also allows highly advanced domestic processors to retain their technology while still being able to process SEPA-wide payments and be SCF-compliant. But this benefit only holds as long as SEPA-wide processors are less advanced than domestic processors. After this, banks are better off migrating to these larger processors. So this implies that conversion software only offers temporary benefits and cannot be used as a long-term solution.
4.3.3
Increased risk of card fraud through processor outsourcing

The separation of card processing from schemes introduces an increased risk of card fraud. The separation makes it more difficult for banks (or card schemes, if they are separate entities) to monitor card fraud prevention in processing. This problem applies particularly to commercial processors, which are by definition not owned by banks. 

What we see here is a moral hazard problem combined with a principal-agent setup. The bank is the principal, who has outsourced processing activities to the agent. The bank has agreed in a contract that the commercial processor will actively combat card fraud, but the processor’s actual behavior is not observable. To make matters worse (as we will see in the next paragraph), a free rider problem even stops banks from monitoring third parties to the point that is socially optimal.

4.3.3.1
Effects on stakeholders

The question how banks can monitor processors’ effort to avoid card fraud depends on whether processor’s activities are observable to banks. The literature on the moral hazard problem distinguishes between situations where behavior is and is not observable. If behavior is observable, banks can penalize any shirking of risk control activities by processors, and there is no real problem (Holstrom, 1979, p75). If however, the behavior of processors is not observable, banks must adjust the contract they offer to processors to the expected value of risk control by processors, taking the risk that processors do not control risk (Sappington, 1991, p45-66). In this case, consumer data is not protected adequately and card fraud may still occur. This risk is for end users, but also for banks because they might lose their customer because banks are in between processors and customers. Loss of safety, even if it is due to processor’s behavior, will be the bank’s fault in the customer’s perception. So if the processor’s behavior is not observable, there is an increased risk to end users and to banks themselves.
Then there is the issue of banks not having enough incentive to monitor processors up to the point where it is socially optimal. This also increases the risk for end users. Rosati & Weiner (2006) suggest that banks will control risk until the point where the marginal cost of monitoring is equal to the marginal benefit, and this would maximize returns to both banks and end users. However, because (effective) monitoring is a non-rivaling good, other banks also benefit from this monitoring through network externalities, and cut down on their own monitoring. This leads to a higher marginal cost than marginal benefit. This will lead to banks not controlling risk up to the level that is socially optimal (i.e. monitoring up to the point where card fraud risk is zero).

Both of these risks are aggravated in SEPA because data from all card schemes is processed aggregately; any potential card fraud would affect a much larger group of stakeholders.

4.3.3.2
Results for strategic framework

If card processors’ behavior were completely observable to banks, the split between processing and schemes would not induce the first risk described. Banks could for example enter into clear contracts with processors that allow them to (periodically) checkup processors’ activities. Secondly, the free rider problem between banks must be avoided. But is this possible? Free rider problems can be seen as ‘bad side effects’ of positive network externalities and imply a tradeoff. 

4.3.4
Interim conclusion

The three tendencies that banks have (or may later have) in the SEPA for Cards imply new requirements for our framework.

Full migration of both domestic and cross-border processing to large, international players has the disadvantage of wasting existing processing systems, and denying small processors a level-playing field. These negative effects are not acceptable in the requirements derived in Chapter 2. Ideally, banks should avoid these effects in their strategies (though banks are choosing the most cost-efficient processor now).

When using conversion software to make domestic processors compatible with cross-border payments, it should be made sure that specifications from all other domestic processors are also recognized, to prevent lack of competition between them. Once this is ensured, the benefit of conversion software (retaining advanced domestic technologies) can be realized without compromising on competition between domestic processors.

4.4
Pricing

Prices must ideally compete against each other in the SEPA card market, to offer end users the best possible quality at lowest cost. But will this happen? The previous sections showed that some strategies in branding and processing limit competition, and if competition is not free, prices (as one of the competition tools) too will not compete and remain at a sub-optimal level (i.e. higher than in a competitive market)., making end users bear the burden of higher prices. So it must be kept in mind that banks’ decisions in the other three areas ultimately affect end user prices. Since these effects were already described in previous sections, in this section, we focus instead on two pricing issues that do not result from decisions in the other three areas.
4.4.1
Banks may charge higher interchange fees in SEPA

The interchange fee is a fee paid by acquirers to issuers to cover for an additional cost incurred by issuers. Interchange is therefore a source of revenue for issuers and a cost for acquirers. In fact, interchange is a structural source of revenue for issuers that accounts for 20% of total structural revenue (see Figure 5). This implies a risk that issuers may charge higher interchange fees in SEPA. The cause for this behaviour is that overall revenues are expected to fall sharply in the initial years of SEPA (Capgemini, 2006, p38-39). Banks will then be more reluctant to let go of other sources of revenue.

4.4.1.1
Effects on stakeholders

What is the effect of an interchange fee on stakeholders? Ultimately, a higher interchange fee increases end prices. Acquirers are induced to charge higher merchant fees to offset the higher fee. Merchants may translate this into higher retail prices for consumers, in which case both demand sides suffer higher prices. Interchange fees as such therefore increase the cost for end users.

In the SEPA for Cards, there is reason to believe that banks will charge a higher interchange fee than optimal for stakeholders. Evidence by McAndrews & Wang (2006) shows that in a competitive card network where interchange fees exactly reflect service costs of cards for banks, banks charge a higher interchange fee than the fee that would maximize social surplus. The assumption in this model is that banks want to maximize consumer adoption of cards
. A social (Ramsey) planner would want to maximize social surplus. The optimal interchange fee for banks’ objective is higher than for the social planner’s objective, and also higher than the card service cost for banks. Adoption in the first case is higher than in the second.

Now this may seem counterintuitive; why would consumers accept a higher interchange fee and adopt more cards than would be socially optimal to them? The reason is that consumers maximize their individual utility functions, which leads to a different outcome than needed for the social optimum.

 The outcome is that the interchange fee is set higher than optimal for stakeholders (end users) as a whole, even when the interchange fee is cost-based. If banks were to charge interchange fees that maximize social surplus, their cost would be higher than the fee, which would result in loss for banks.

4.4.1.2
Results for strategic framework

Does the interchange fee collide with the requirements in our framework? The answer depends on whether we see the interchange fee as a real cost or as an unnecessary charge, because our initial framework requires prices to be cost-based. 

There are different views on whether the interchange fee is a true cost; some authorities (for example national competition authorities such as the Dutch NMa) argue that the interchange fee is not necessary for payment systems to function and therefore unnecessarily burdens end users with higher prices. Interchange fees are used more to ‘extract rent from merchants’ than to reflect actual costs. Also, the EC poses that banks have other sources of revenue and they cannot justify interchange fees because it would be their sole source of revenue

Others argue that interchange fees are justified from the banks’ point of view as a form of cost recovery for the issuer (DG Competition, 2006, p141). A small interchange fee would not affect end users’ interests under this approach because the end price would still be cost-based. 
 However, it was just shown that even when interchange fees reflect banks’ costs, there is a loss of social surplus for stakeholders. This implies that even the cost-based approach to interchange fees interferes with stakeholders’ interests.

Should banks then not charge interchange fees at all in the SEPA for Cards (because cost-based or not, it affects stakeholders’ interests)? In other words, do we add this extra border to our framework? From the material discussed here, the answer seems to be yes. However, it must be noted that the literature on interchange fees is extensive and there are different views on whether the interchange fee should exist. This is a research field of its own beyond the scope of this thesis. I limit myself to the effect of the fee on stakeholders (in the light of the focus of this thesis), and conclude that even if interchange fees are based on banks’ actual costs, they reduce stakeholders’ surplus. Therefore, we add to our framework the requirement that banks should turn to other sources of revenue than the interchange fee in SEPA.   

4.4.2
Banks may distort price signals through cross-subsidization

In SEPA, end user prices must reflect the efficiency of the payment instrument through transparent, cost-based pricing. However, there is a risk of cross-subsidization in SEPA. Cross-subsidization can not only occur between products, but in two-sided markets it is also possible between merchants and consumers; if the same product is offered at different prices to the two demand sides, this means the price signal is not clear (in at least one of the demand sides). 

4.4.2.1
Effects on stakeholders

To see the possibility for this in SEPA, we again turn to the study by McAndrews & Wang (2006). This study shows that the aim to maximize adoption in SEPA again causes cross-subsidization between merchants and consumers. To be precise, banks charge high merchant fees and low consumer fees for the same card.

Banks are further encouraged to stay at this point as shown by Hayashi (2006). In a competitive acquirer’s market (and the acquiring market is expected to be very competitive in SEPA (Accenture, 2006)), merchants do not respond to (higher) transaction (variable) fees by charging consumers higher prices, even when the profit from the transaction with the consumer is lower than the actual merchant fee (as long as total profits are positive). Almost perversely, banks are being rewarded to cross-subsidize between merchants and consumers. The result is that consumers are not demotivated to adopt this card because the retail prices they pay are not affected, and therefore continue to demand the card. The bank is rewarded with consumer adoption, even though the card they are offering is actually sending unclear price signals. (Note that Hayashi does not provide an explanation for merchants’ behavior and calls this problem a ‘ puzzle’). 

The social optimum would be a medium charge of user fees (equally allocated to consumers and merchants) (McAndrews & Wang, 2006, Microfoundations of Two-Sided Markets: The Payment Card Example).

4.4.2.2
Results for strategic framework

Distorted price signals are not acceptable in SEPA because they stand in the way of consumers adopting the cards that function effectively. Furthermore, it is difficult to point out any benefit of these distortional fees between consumers and merchants, so we don’t have a trade-off here between the benefits and burdens of unequal charges. This implies for our framework that banks in SEPA should charge equal fees to both consumers and merchants. 

4.4.3
Interim conclusion

The two discussed pricing issues leads us to add to more requirements to the strategic framework that takes into account stakeholders’ interests. 

If banks continue to hold on to interchange fees as permanent sources of revenue in SEPA, stakeholders lose out on their social surplus. Therefore, banks must look for new long-term sources of revenue in SEPA. We must note however that revenue levels are expected to be much lower than they are now, in the first years of SEPA (Capgemini, 2006, p38-p39). The shift to new sources of revenue may take some time because of this; banks will need their revenue from interchange fees in the initial SEPA years because of increased SEPA costs.

Secondly, banks should not charge unequal fees to merchants and consumers as this is distorts price signals, making cards ‘cheaper than they should be’ to consumers (in other words, pricing cards disproportionately low with respect to their cost).

3.5
Chapter conclusion

We have now come to the point where we can define the conditional framework for banks’ SEPA card strategies; what are the possibilities and limitations for banks, keeping stakeholders’ interests in mind? The findings of this chapter imply a new set of requirements for the framework defined in Chapter 2. These results are incorporated into the final framework presented in Table C in the Appendix.
Chapter 4

Concluding remarks & Recommendations

It appears from the findings of this thesis (particularly of the previous chapter) that banks still need to make changes in their current strategies for the ’SEPA for Cards’, because their current strategies do not meet all stakeholders’ interests described in Chapter 2, or adversely affect stakeholders’ interest in new ways
. The new requirements are in essence comments on banks’ current card strategies and their effects on each stakeholder group, because they provide recommended changes for banks’ current SEPA card strategies. For each of the four decision areas, stakeholders would benefit most if banks made the following changes in their card strategies: 1) for consumer adoption, banks should ensure direct consumer targeting and improve communication, 2) for branding, EAPS seems to be the option most in favour of stakeholders’ interests, 3) for processing, tradeoffs are required between each option’s benefits and costs and 4) for pricing, banks should minimize interchange fees and charge consumers and merchants equally.

 If banks keep to the conditions in the final framework, the negative effects described in Chapter 3 will be minimized.

However, even with this framework, it may not always be possible for banks to completely remove the negative effects of their decisions.  The end framework only shows how to avoid negative effects of banks’ SEPA decision. But it was shown in Chapter 3 that in several cases, banks’ strategies have both positive and negative effects on stakeholders. Such strategies may not meet some requirements of the framework, but could still be considered because of their benefits. A trade-off in such cases may be better than completely discarding such strategies because of their negative effects. 

Also, some negative effects are not entirely banks’ responsibility to remove (even though the effects result from banks’ decisions). Their decision in some cases may or may not trigger negative effects, and whether this happens is more of a ‘state of the world’ than something banks can influence. Consider for example the decision to migrate domestic processing to large-scale processors such as VISA or Maestro. This might result in a few large processors dominating the SEPA processing market, but not if new SEPA-wide processors emerge and make the market more competitive. Banks do not decide, and even cannot predict, whether such processors will actually emerge in the long run.

The final framework therefore provides guidelines for banks’ card strategies in SEPA , but it must be kept in mind that tradeoffs between stakeholders’ interests may lead to negative outcomes for some of the groups. Banks must weigh the (possible) outcomes for stakeholders against each other, assess their individual goals, and decide their optimal SEPA card strategies accordingly. 

References

Academic articles

Hayashi, F. (2005) “ A puzzle of Card Payment Pricing: Why Are Merchants Still Accepting Card Payments?”  Federal Reserve Bank of Kansas City

Holstrom, B. (1979) “Moral Hazard and Observability” The BELL Journal of Economics, p74-91

Jonker, N. (2007) “Payment Instruments As Perceived By Consumers – Results from a Household Survey” De Nederlandsche Bank

McAndrews, J. & Wang, Z. (2006, “Microfoundations of Two-Sided Markets: The Payment Card Example” independent publication
Reisinger, M. (2004) “Three Essays on Oligopoly: Product Bundling, Two-sided Markets and Vertical Product Differentiation” Inaugural Dissertation, Ludwig-Maximilians-Universität München
Rocket, J. & Tirole, J. (2003) “Platform Competition in Two-sided Markets” Journal of the European Economic Association, vol.4, p990-1029

Rosati, S. & Weiner, S. et al (2007) “Nonbanks in the Payments System; European and US Perspectives” prepared for conference Nonbanks in the Payments System: Innovation, Competiton and Risk, Santa Fe, New Mexico, USA

Rysman, M. (2007) “An Empirical Analysis of Payment Card Usage” Journal of Industrial Economics, Vol 55.1, p1-36

Sappington, D. (1991) “Incentives in Principal-Agent Relationships” Journal of Economic Perspectives
Snellman, J. & Verala, J. & Humphrey,D  (2000) “Substitution of Noncash Payment Instruments for Cash in Europe” Bank of Finland Discussion Papers
Non-academic references

Accenture European Survey (2006) ”The European Payments Revolution”

Capgemini, ABN Amro & EFMA (2006) “World Payments Report 2006”

CNN World Business News (May 11, 2007) “Banks eye pan-Euro debit card” CNNinternational.com,
Deutsche Bank Research (2005) “Payments in Europe: Getting it Right” EU Monitor Financial Special

European Central Bank (2006) “The Eurosystem’s View of a SEPA for Cards”

European Payments Council (2006) “Making SEPA A Reality: Implementing the Single Euro Payments Area”

European Payments Council (2006) “SEPA Cards Framework Version 2.0”

European Commission (2006) “Consultative Paper on SEPA Incentives”

European Commission Competition DG (2006) “Interim Report on Payment Cards, Sector Inquiry under Article 17 Regulation 1/2003 on retail banking”
FebelFin (30th October 2003)  “EPC presentation to the Acceding Countries”

FinExtra.com (May 11 2007) “EU Banks discuss debit rival MasterCard and VISA”
Financial Times (May 11 2007) “European lender may for debit card network” Financial Times Online
Haasdijk, 2007 Nonbanks in the Payments System Conference Consolidation & Integration, Conference presentation

Hartsink, May 3rd 2007, ‘Horizontal Integration in the Payments Industry’, Payments Conference ‘‘Nonbanks in the Payments System: Innovation, Competiton and Risk’’Santa Few, New Mexico, USA
IBM White Paper Report, 2006.  ‘SEPA: Achieving Critical Mass’

Katz, M. & Rosen, H. (1998) “Microeconomics” 3rd Edition, Irwin/McGraw-Hill

Nederlandse Mededingingsautoriteit, 2006, ‘Monitor Financiële Sector 2006: Nieuwe Markten, Nieuwe Risico’s’ NMa

NVBulletin, April 2006, ‘D-day voor European Payments Council: EPC stelt specificaties voor SEPA producten vast’, pg14-15

PSE Consulting Presentation, 2004, ‘The Single Euro Payments Area: Re-engineering Debit: The Missing SEPA Blueprint’ Digital Money Forum
Tumpel-Gugerell, G. (20th September 2006) “A SEPA for Cards; a contribution to a cashless society?” EFMA Cards and Payments Conference
Appendix

Figures

Figure 1

BCG Product Portfolio Model for the increase in the number of card transactions vs. number of card transactions per inhabitant in 2004
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Source: Capgemini, ABN Amro & EFMA, 2006, ‘World Payments Report 2006’, pg 24
Figure 2

Country average fee per debit card, 2004
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Source: European Commission Competition DG, 2006, ‘Interim Report on Payment Cards, Sector Inquiry under Article 17 Regulation 1/2003 on retail banking’, pg 59
Figure 3

Country average fee per credit card, 2004
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Source: European Commission Competition DG, 2006, ‘Interim Report on Payment Cards, Sector Inquiry under Article 17 Regulation 1/2003 on retail banking’, pg 53
Figure 4

Three layer design model for card schemes
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Source: EPC, 2006, ‘Making SEPA A Reality: Implementing the Single Euro Payments Area’, pg 47
Figure 5
Revenue Balance between Corporate and Consumer Banking (2004/soft SEPA competition scenario/hard SEPA competition scenario)
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Source: Capgemini, ABN Amro & EFMA, 2006, ‘World Payments Report 2006’, pg 37

Figure 6

Competition between domestic and international schemes under co-branding
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Tables

Table A

 Overview of domestic card schemes in the Eurozone

Source: PSE Consulting Presentation, 2004, ‘The Single Euro Payments Area: Re-engineering Debit: The Missing SEPA Blueprint’ Digital Money Forum

Table B

Conditional  framework for banks’ SEPA card strategies (initial)
	Stakeholder group / Strategic area 
	End users (consumers & merchants)
	Card processors (domestical and international, large- and small-scale)
	Competitors/cooperators (other banks, non-bank issuers)

	Consumer adoption
	· Raise SEPA awareness, improve communication

· Provide with incentive to adopt cards

· Enable customer mobility throughout Eurozone
	
	· Raise SEPA awareness: other banks will benefit from the positive network externality effect



	Branding
	· Continue existing schemes if users are already satisfied


	
	· Offer a level playing field to non-banks on issuing and acquiring markets

· Ensure scheme interoperability, so that diffusion of successful scheme properties is enabled (positive network externality effect)

	Processing
	· Build on quality of existing processors

· Ensure safety against card fraud, monitor commercial processors
	· Remove vertical integration between schemes and processors

· Help achieve a level-playing field for smaller processors
	· Ensure interoperability of card processors, so that successful infrastructure can be transferred to network (positive network effect)



	Pricing 
	· Ensure cost-based, transparent pricing


	· Ensure cost-based, transparent pricing so  that efficient processors are rewarded

· 
	· Ensure cost-based pricing to ensure fair competition (competition will then result in survival of most efficient instruments)




Table C

Conditional  framework for banks’ SEPA card strategies (final)

	Stakeholder group / Strategic area 
	End users (consumers & merchants)
	Card processors (domestic and international, large- and small-scale)
	Competitors/cooperators (other banks, non-bank issuers)

	Consumer adoption
	· Raise SEPA awareness, improve communication
Design awareness programs specially for consumers
· Provide customers with incentive to adopt cards

· Target consumers directly, compete with non-bank issuers. Develop better value-added services for consumers 

· Enable customer mobility throughout Eurozone

· Ensure card product innovation 


	
	· Raise SEPA awareness: other banks will benefit from the positive network externality effect



	Branding
	· Continue existing schemes if users are already satisfied
· Rely on co-branding as a temporary solution only, to avoid competition risks

· Rely on EAPS in the long run, but offer all co-branded card brands separately as well

· Do not allow a pan-Euro debit card to replace existing schemes in EAPS


	· Improve geographic outreach and acceptance of existing domestic schemes

(processors will have more scope this way too)

· Rely on EAPS,; it makes use of existing infrastructure and processors

· 
	· Offer a level playing field to non-banks on issuing and acquiring markets
· Ensure scheme interoperability, so that diffusion of successful scheme properties is enabled (positive network externality effect)

· Rely on co-branding as a temporary solution only, to enable cooperation between domestic schemes in the long run

· Rely on EAPS in the long run, but offer all co-branded card brands separately as well

· Do not allow a pan-Euro debit card to replace existing schemes in EAPS

	Processing
	· Build on quality of existing processors; Avoid migrating to VISA or Maestro fully as a long-term strategy

· Use domestic processor conversion as a temporary compliance solution, because of competition risks Ensure safety against card fraud, monitor commercial processors

· Enter into clear agreements with processors that make processors’ activities observable
	· Remove vertical integration between schemes and processors

· Help achieve a level-playing field for smaller processors

· Avoid migrating to VISA or Maestro fully as a long-term strategy
· Allow conversion software that recognizes all other technical specifications in the Eurozone 

· 
	· Ensure interoperability of card processors, so that successful infrastructure can be transferred to network (positive network effect)



	Pricing 
	· Ensure cost-based, transparent pricing

· Use interchange fee as a temporary solution to offset high SEPA migration costs, but lower or abolish it later

· Charge equal fees to merchants and consumers; avoid cross-subsidization between the two


	· Ensure cost-based, transparent pricing so  that efficient processors are rewarded
	· Ensure cost-based pricing to ensure fair competition (competition will then result in survival of most efficient instruments)
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� Payment (debit) cards are the most important payment instrument in terms of both total number of transactions and transactions per inhabitant per year (Capgemini, 2006, pg 15 & 23)


� It is these banks that provide consumers with payment cards and retailers with the option of offering card payments to their customers. 


� It must be noted that this chapter shows the ‘ideal’ SEPA, and assumes banks do not exhibit behavior that conflicts with stakeholders’ interests. Banks’ actual behavior is a next step in our examination.


� Though the EPC represents banks, the commitments it asks from the banking sector are conditions from the viewpoint of individual banks, that they must take into


account when pursuing their own goals.


� In some aspects however, Eurozone do not diverge much. Average transactions sizes (both for debit and credit cards) are comparable, as are prices for card services for domestic payments (Capgemini, ABN Amro & EFMA, 2006, ‘World Payments Report 2006’).


� I mostly refer to the Eurozone later in this thesis because this is the first area that is planned to move to SEPA. It must be noted that some aspects I discuss (in particular long-term aspects) also apply to the Euro-31 countries since SEPA is ultimately meant to cover all these countries.


� Competition risks are one of the issues discussed in this thesis, but any issues that affect stakeholders through banks’ decisions are discussed.


� This requirement is meant to assure that schemes are separated from processors in the entire Eurozone; this is already the case in some countries, for example Belgium and the Netherlands, where processing is done by Atos and Equens respectively


� These views are expressed in for example the EC’s Consultative Paper on SEPA Incentives, Competition DG’s Sector Inquiry into the Retail Banking Sector and the Interim Report on Payment Cards, the ECB’s The Eurosystem’s View of a SEPA for Cards. 


� The interchange fee is a fee paid by acquirers to issuers to cover for additional costs the issuer incurs. By paying the interchange fee, acquirers also account for this cost.


� Merchants in the Netherlands refused to negotiate further on payment systems when the doubt was raised that the existing scheme PIN would fully have to make way for an international card scheme.


� Though not all decisions for the Euro-card market have been made as yet (some are not due until, or even after, 2008 and 2010), we can already spot some of banks’ intentions because of the reports and surveys published on banks and SEPA.


� On the other hand, this is a correlation, implying that, consumer adoption may just as well be causing merchant acceptance.


� Of course, this can be seen from both sides. If banks from other parts of the Eurozone compete with domestic banks and offer better services to their market, domestic markets will be triggered to innovate further. This view causes less worry that banks might not innovate.


�  We don’t mean SEPA-compliant, but schemes of a SEPA (and non-domestic) character


� Note that abolishment of current brands is not an  EPC-requirement, but the other option of replacement by V-Pay or MasterCard does imply that current schemes are removed)


� If all domestic schemes were accepted everywhere across the Eurozone, this competition risk would not exist. But it is quite unlikely that every merchant in the Eurozone will accept each domestic scheme individually, simply because consumers do not use all domestic brands in the Eurozone at every POS. In the end, it is the consumer’s choice that triggers merchant acceptance.


� Banks could offer different value-added services for the same card brand to consumers and influence their bank preference for the same product. So consumers’ preferences for banks are likely to be  heterogeneous


� So in a way, the EPC’s deadline induces the socially undesirable outcomes that stem from co-branding; if this deadline was not imposed, banks would not need to co-brand just to meet the deadline


� Among others, banks could create an entirely new infrastructure, scheme rules, possibly with a new pan-Eurozone bank. However this option is unlikely to be selected because it would require massive investment whereas banks are already facing high investments now. 


� Countries with processors that operate at almost zero extra cost in fact form a good model to base a new, pan-Eurozone processor that offer state-of-the-art processing to all SEPA countries. An example is the Dutch processor Equens which is already taking initiative to offer pan-Eurozone processing services (EQUENS presentation).


� This applies especially to the SEPA for Cards because in the new SEPA environment, banks have to rethink their adoption strategies and make sure their (new) card products are adopted by their new customer base. Retaining customers for the long run is also important. Maximizing adoption would 


� For example, we saw that co-branding reduces social surplus for consumers; this is a negative effect for end users even though ‘maximizing social surplus’ was not a requirement in the initial framework
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