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Financial Insights believes the banking industry has passed a tipping point to-
wards in-house processing of credit cards. Ongoing mergers have changed the
balance of power in the banking industry. The largest banks have grown so much
that they can achieve the economies of scale of the largest third-party credit card
processors.

These banks no longer have any financial incentive to outsource this activity.
While the move towards insourcing of credit card processing is nowhere near
complete — the largest current deals won’t be fully in place until at least 2006 —
it has passed a point where almost all of the large banks are at least strongly con-
sidering the idea, even if they have not yet enacted it.

Banks see insourcing of credit card processing not only as a short-term way to
save money but as part of a longer term strategy of providing a closer relationship
to customers with real-time brokerage services, financial advice, and other ser-
vices. Insourcing adds the flexibility to create new card products, tailor product
attributes to smaller groups of consumers, and provide private-label card products
to retailers. Major growth areas in the card industry, such as stored value cards,
increase the value of an in-house card platform.

These developments will have profound implications for companies that provide
services and IT to financial institutions. For third-party providers of credit card
processing services, it means they must compete for the shrinking number of
smaller banks. The bright spot for credit card processors might occur as these
smaller banks are forced to outsource processing in order to compete with the
economies of scale created by larger banks. However, even this improvement will
be temporary, giving way as these smaller banks are acquired or themselves move
to in-house processing.
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These forces have been furthering consolidation among the companies that pro-
vide IT goods and services to financial institutions. However, even the winners
are finding that their role is changing. With insourcing on the rise, these compa-
nies are giving up processing revenue in return for substantially lower software li-
censing payments. Even in software sales, the real money these days is not in the
sale price but in long-term maintenance and professional services contracts.
While most major banks will need help setting up these systems, they clearly plan
to exert control over them going forward. As more large banks move towards an
insourcing model, even processing software is likely to become commoditized,
pushing prices even lower.

For third-party processors, this will mean a decline in revenues at the exact mo-
ment when they will need capital to revamp their businesses. Overall prices for
outsourced credit card processing will decline as more competitors fight for the
remaining banks that still outsource. Competition in third-party processing will
now shift to debit cards, retail cards, and stored value cards, where the margins
are lower.
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