PAYMENTS PROCESSING

A SEPA good news story

Most banks view SEPA as

a politically-driven process
which increases their costs
and cuts their revenues.
But detailed modelling
suggests that potential
cost savings through to
2016 could justify the
investments required

Over the past three years, organiza-
tions like Capgemini, McKinsey and
others have attempted to calculate
the likely financial impact of SEPA on
the EU banking sector. Harmonization,
they argue, drives the use of payments.
Increased competition and regulation
mean banks must expect significant
reductions in revenues from their cor-
porate and merchant clients. In addi-
tion, the costs of SEPA implementation
have been variously estimated at €8
billion to €13 billion.

By Peter Jones

Without a clear business case, SEPA
is perceived by many banks as a man-
dated change which delivers little to
the bottom line. For these reasons, key
SEPA stakeholders like the ECB and
European Commission have tended to
promote SEPA on the basis of exhorta-
tion and threats rather than cost justi-
fication. The message has been ‘you
must take the bad medicine now but in
ten years time you will feel better.’

But some observers wonder if the
EU’s payments business is trapped in
a negative SEPA mindset. Payments
professionals know that common
standards, and a focus on efficiency
improvement, generally results in good
savings. For example, back office costs
for many payments instruments have

24 EUROPEAN CARD REVIEW

fallen significantly over the past 10
years — by up to 40% in some cases -
as a result of improved technology and
new processes. So why will SEPA fail to
deliver similar savings?

Perhaps the full impact of SEPA is
only now being understood. It is clear
that SEPA has released many powerful
forces long constrained by Europe’s
fragmented national markets and bar-
riers to entry. These have prevented
the development of truly pan-EU debit
schemes, banks, payments processing
companies and sector suppliers.

Over the past two years markets
have moved in anticipation of the SEPA
change. Consolidation and M&A has
accelerated significantly and competi-
tion increased. Merging of payments
operations and creation of single
European processing centres have the
potential to produce significant sav-
ings, with the SEPA effect extending
well beyond the eurozone and impact-
ing all EU countries.

Another positive message is mar-
ket feedback. Interviews with banks
and processors conducted by PSE
Consulting indicate that 40%-60%
plan to use SEPA as a reason to replat-
form and replace legacy ageing sys-

tems with the latest technology. Those
interviewed recognized that back office
costs must radically fall. The key driver
is pressure from the payments busi-
ness to improve efficiency as their
revenues decline.

To summarize, research into the
impact of SEPA has generally focused
on the bad news - particularly the
impact on revenues — while ignoring
the efficiency benefits SEPA should
deliver. Few, if any, studies have looked
at SEPA impacts from all aspects, or
focused on potential savings in back
office operations and IT processing
costs which typically constitute 15%-
25% of end-user transaction fees.

In mid-2007, PSE Consulting was
asked by First Data International (FDI)
to conduct a desk research study. The
brief was to model and analyse the
likely productivity savings SEPA may
have on back office costs in the EU. The
study was to be holistic in its design
with a broad vision of SEPA geographic
impact and scope. This objective was
to model the “Total SEPA Effect.” The
study drew on data from the European
Payments Consulting Association
(EPCA) members’ data from across
Europe as well as PSE’s feedback from

1: Study Scope and Methodology

+ Norway + Switzerland.

settlement (ACS).
medium and small banks.

(eight categories).

* 10-year forecast (baseline and predicted) model (2007-2016) of 27 EU countries

* Key efficiency change drivers used to assess back office savings were:
M&A impact, standardization and new systems, increased competition/innovation.
* Volume data covered credit transfers, direct debits, credit and debit cards, ATM,
cheques, e-commerce, international payments and authorization, clearing and

* Banks assessed - large banks and collective groupings (co-operative/savings),
* Processors reviewed — commercial, interbank, ACH, CSMs, ICS networks

* Benefits calculated over and above improved efficiencies from the normal growth.
 Excluded cost of SEPA implementation, new systems and the cost of M&A.
* Analytical estimates/market knowledge drawn from over 100 SEPA interviews

with banks and processors in 2006-7), plus EPCA member input.
* Separately reviewed internal to bank and external outsourced processing activities.
* Excludes efficiency savings by corporates and merchants.
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2: Savings by Key Driver - 2016 and Beyond
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4: Annual Savings by Payment Instrument -
2016 and Beyond
the SEPA effect
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as a result of

could be €10.7
billion or more,
which could help
pay back a signif-
icant proportion
of implementa-
tion costs. Year-
on-year savings
are estimated
at €2.7 billion-
€4.5 billion over
current costs.
Average transac-
tion costs for the
eight payment
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the market. Table 1 below provides a
summary of the study scope and the
methodology adopted.

The model was constructed for pre-
dicted and best case scenarios to
enable a band of savings to be calcu-
lated. It should be emphasized that the
output from the study is approximate
and represents a view of the potential
impact of SEPA. However, the study has
produced some interesting and unex-
pected results, which are summarized
within the following paragraphs.

First, what total savings might be
expected over the next 10 years from
M&A, standards and platforms and
greater competition? The model esti-
mates current back office operational
costs of processing EU payments at
€11 billion in 2007 and forecasts €17
billion at current prices in 2016.

These costs split approximately 60%
internal to banks and 40% to commer-
cial and interbank processors. Average
current transaction costs are €0.12 for
the eight payment instruments mod-
elled. Of these cards (debit, credit, ATM,
e-commerce) represent 44%, electronic
(credit transfers, direct debits, inter-
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instruments are predicted to fall to
between €0.08 (best case) and €0.10
(predicted case) over and above normal
productivity savings.

Second, what savings does each
of the key efficiency drivers — M&A,
standards/replatforming, and increased
competition - deliver? For M&A spe-
cifically, the study assumed the com-
mencement of SEPA as 2005 and
the effect of pipeline of consolidation
was included in the calculations. The
study also assumed 55 to 60 bank
M&A events (of which 50% were in the
smaller bank sector) and 35 to 40 M&A
events in commercial and interbank pro-
cessing. Efficiency savings from major
platform replacement by major players
was estimated at 50-60 events.

As a proportion of the total efficiency
saving, M&A constitutes 35%, stan-
dards and platform replacement 30%
and increased competition 35%. These
savings are split 60:40 between banks
and processors. It is important to
remember that a major dynamic driv-
ing consolidation will be the expansion
of multi-national banks and proces-
sors across the EU and beyond. Their
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scope for large cost savings is already
significant and their ability to central-
ize processing operations over the
next 10 years will add materially to the
predicted back office savings.

Third, a fully open processing market
should benefit all countries impacted
by SEPA. However, in which countries
are the savings expected to be made?
Not surprisingly, they are concentrated
in Europe’s largest markets.

Between them Germany, UK, France,
Italy and Spain are predicted to gen-
erate 70% of the total cost savings,
partly reflecting their market share, but
also their ability to achieve significant
economies of scale. Large countries
with high cash usage (Germany, Italy
and Spain) are predicted to achieve
greater savings as a result of an accel-
erated migration to cards as they seek
to raise their payments productivity to
the EU average.

Medium-sized countries (Austria,
Belgium, Denmark, Netherlands,
Norway, Portugal, Sweden and
Switzerland) are generally more effi-
cient but lack volume to achieve
major economies of scale. M&A and
increased competition mean these
countries win 15% of the total sav-
ings. CEE countries have the greatest
potential to benefit from any potential
savings. They are predicted to win 15%
of the total savings despite only having
10% of transaction volume.

Fourth, which payment instruments
have the greatest potential for sav-
ings? The vast majority will be derived
from improvements in processing of
direct debits, debit cards and credit
transfers. This is true in almost all the
markets surveyed, partly because they
are the dominant methods of payment
but also because these will benefit
most from bank consolidation and the
creation of very large scale integrated
ACH and card commercial/interbank
processing companies.

This trend has already begun in
Germany, Italy, Netherlands and the
UK (examples: SIA-SSB, Vocalink and
Equens). In addition, the underlying
processing platforms (particularly at
banks) are often old and replacement
platforms are expected to have a very
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5: Predicted Annual Savings by Size of Bank and

Payment Instrument - 2016 and Beyond
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6: Savings by Processor Type — 2016 and Beyond
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Fifth, what size
of bank will bene-
fit? SEPA will gen-
erate significant
opportunities to
drive economies
of scale across
the European
banking sector.
It will enable
banks  which
operate across
several markets
to consolidate
their back office
operations.

Based on the

significant impact on efficiency.

The research suggests potential cost
savings of €800 million-<€1.2 billion
through more efficient processing of
direct debits and €500 million-€800
million through debit card processing
improvements from 2016 onwards.
Credit transfers offer savings of
between €400 million<€700 million
(Chart 4). Lesser savings are expected
from credit card processing, a very
high proportion of which is already out-
sourced to commercial processors.

Significant savings are expected
within international payments pro-
cessing, which traditionally has high
costs particularly among medium and
smaller banks. Cheque savings are
predicted to be modest given a fairly
rapid decline in usage (in UK and
France) and the high fixed costs of the
processing infrastructure.

As a generalization, countries with high
end-user charges for banking services
(Italy, Sweden, France, Germany, Ireland)
show the greatest potential for savings.
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survey results, all
banks should benefit. Interestingly, banks
of all sizes - large, medium and small -
will see the highest savings in debit cards.
For small banks, annual savings may
amount to €200 million-€375 million
beyond 2016. Large banks are predicted
to generate annual cost savings of €500
million-€800m after 2016. However, sig-
nificant gains are made by medium-sized
banks, where €525 million<€900 million
in cost efficiencies are generated.

Sixth, what savings are expected
from the processing sector? The EU’s
commercial and interbank processing
sectors are predicted to deliver a signifi-
cant proportion of total savings of €1.3
billion-€2.3 billion in 2016 (Chart 6).

Reflecting M&A, the greatest savings
are expected among large ACHs and
card and ATM processing companies.
The second largest savings are pre-
dicted among co-operative and savings
banks’ processors, a sector where the
European Commission is prompting
increased competition and efficiency.

The third grouping is the large- and
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medium-sized commercial proces-
sors where significant consolidation
has already taken place. Large- and
medium-sized ACHs show combined
good savings, but consolidation in this
sector has yet to occur.

A significant increase in competi-
tion between the card processing ACS
(authorization, clearing and settlement)
networks of Visa and MasterCard is
expected. New players may enter the
market, leading to an expected fall in
ACS fees of 30%-40% over the 10-year
period in current fee levels over and
above normal productivity savings.

What trends in costs might be
expected in the future? It is often said
that to be a player, processors need a
single central plant able to support 10
billion transactions per annum at fees
per transaction of €0.01. The study
suggests that by 2016 this level of fees
may be achieved for ACS. Commercial
and interbank processors may also be
in striking distance of €0.01 for direct
debits and credit transfers. However,
€0.01 fees for debit card processing
are some way off.

Finally, given the importance placed
on improving productivity by the Lisbon
Agenda, what are the savings of each
nation’s GDP? From 2016 onwards,
larger countries are predicted to show
their savings as between 0.018% and
0.03% of their GDP. The largest is likely
to be in the CEE, with between 0.032%
and 0.045%. For the total EU, the aver-
age is estimated to be 0.03%.

What should key SEPA stakeholders
conclude from this analysis? If the
forecasts become reality, the message
is positive. The SEPA effect on back
office processing will show good posi-
tive savings. While these will be insuf-
ficient to offset the expected reduc-
tions in payments business revenues,
they will make an excellent contribu-
tion - so a good news message for
supporters of the SEPA project. E3

PSE Consulting is a leading European
payment business and technology
consulting organization. The company
was founded in 1991 by Peter Jones
and operates from offices in London.
info@pseconsulting.com
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