3 The market for card processing
SErvices

Introduction

3.1. Signet is primarily a processor of payment card transactions. The vast majority (about 96 per cent)
of its income comes from its processing activities in the United Kingdom (it also has some business
activities in Ireland). Sligos does not carry on any business in the United Kingdom: its activities in France,
and in other European countries, are described in paragraphs 2.3 to 2.12.

3.2. In this chapter we describe the role of card processing services in the United Kingdom, and the
competitive framework within which those companies, including Signet, which supply those services
operate.

Payment cards as money payment instruments

3.3. Payment card (also known as plastic card) payments are one of three basic forms of non-cash
money payment instruments available today. The other two are cheques and automated payments.
Automated payments cover BACS-type payments, eg direct debits and credits, and standing orders. As
Figure 3.1 shows, the Association for Payment Clearing Services (APACS) estimates that there were some
7.3 billion non-cash payment transactions in Great Britain in 1989. Some 22 per cent of those transactions
were made using payment cards, and 56 per cent were made using cheques and other paper credits. The
remaining 22 per cent were automated payments.

3.4. Forecasts of future volumes of payment transactions are produced by APACS. It estimates that
total non-cash money transmission volumes will increase by almost 60 per cent between 1989 and 2000 (a
little less than the increase which occurred between 1981 and 1989). Within this, it expects that payment
card and automated payment methods will become increasingly important, and that payment card
transactions will account for about 36 per cent of all non-cash transactions by 1995, and for about 50 per
cent by 2000 (ie for about 5.5 billion transactions by 2000 or about 3.33 times as many as in 1989). In
contrast, APACS estimates that paper-based volumes will account for about 39 per cent by 1995
(compared with 56 per cent in 1989), and only about 24 per cent by 2000 (see Figure 3.1).

3.5. APACS's forecast of the growing importance of payment card payments is very much influenced
by its assessment of the impact of debit cards, introduced in 1988. (A brief description of the various types
of payment cards is given in the glossary.) As Figure 3.2 shows, while in 1989 there were less than 0.1
billion debit card transactions, by the mid-1990s they may reach 1.5 billion, and by 2000 they may reach
around 3 billion.

3.6. APACS acknowledges that this assessment is subject to a wide margin of uncertainty, given the
comparatively recent appearance of debit cards, the difficulties of assessing the impact on credit card usage
of recent changes (including the introduction in some cases of annual fees) and, most importantly, the
considerable uncertainty about the extent to which debit card payments will substitute for cash or cheque
payments. These uncertainties mean that estimates by APACS for the number of debit card transactions in
2000 range from under 2 billion to over 8 billion (this "high' forecast would represent the equivalent of five
debit card transactions per week per current account holder).
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3.7. APACS considers that the use of credit cards (including store cards and charge cards but
excluding cash advances) will increase, but more slowly. While such credit cards accounted for about 760
million transactions in 1989, by the mid-1990s the figure may have increased only slightly, perhaps
reaching 1.33 billion by 2000.

3.8. This somewhat uncertain picture about future usage of credit cards reflects the differing current
assessments of the impact of recent changes in the credit card market. These changes include the
introduction of annual fees, and the ending of the 'no discrimination' rule in respect of retail prices. (The
report by this Commission on the supply of Credit Card Services, published in August 1989 (HMSO, Cm
718), provides detailed information on the market for credit card services. In particular, the Commission
noted that during the course of their inquiry a number of major changes were already emerging in the
credit card market.)

The processing of payment card transactions

3.9. The total volume of payment card transactions processed at any time depends on the numbers of
cards in use and their frequency of use. Card processors themselves have little control over the total
numbers of transactions. Except to the extent that they acquire or lose the custom of particular card issuers
or merchant acquirers, card processors also have little control over their individual shares of the total.

3.10. Figure 3.3 gives a diagrammatic view, based on Signet's system for processing credit cards, of the
total range of activities involved in processing a payment card transaction.

3.11. Signet's current business falls into three broad categories: issuer processing; acquirer processing;
and the provision of other ancillary services to its customers:

(a) Issuer (or cardholder) processing, which entails processing, on behalf of card issuers, new
applications for cards, creation and maintenance of cardholder files, Personal Identification
Number (PIN) management, posting of transactions to cardholder accounts, processing of
payments, production and despatch of statements to cardholders, handling of cardholder enquiries
and credit management systems. Signet can also undertake card design, embossing and production,
and product launch and mailing. These are services which every card issuer can perform internally
(known as in-house processing) or can contract out, all or in part, to an external processor (known
as third party processing). There are several criteria by which card issuers will choose between in-
house and third party processing for these services, including quality of service, costs, and
flexibility in operations. Thus, if contracting out, the card issuer seeks a processor which provides a
service of acceptable quality. This would be achieved by defining the levels of service required, as
part of the contractual arrangements with the chosen processor. Signet derives the largest part of its
income from issuer processing activities.

(b) Acquirer (or merchant) processing essentially entails the processing (on behalf of merchant
acquirers) of sales vouchers from merchants, preparing statements, merchant account management
and file maintenance, sales posting and processing, 24-hour/365-day continuous authorisation,
posting of transaction details to retailer accounts and the handling of retailer enquiries. As with
issuer processing, these are services which every merchant acquirer can either perform in-house (as
Barclays does, for example, at its Barclaycard centre) or contract out (as the four banks will do to
Signet following its sale). Again, where the task is contracted out, quality assurance is a major
concern.

(¢) Ancillary services, which Signet also offers to its customers. These include the development of
bespoke software, some fraud control services, and interchange and settlement services (ie the
transfer of information and funds between issuer and acquirer). All these other activities have so far
represented a relatively small part of Signet's business.

3.12. Card processors which are involved in both acquirer and issuer processing will deal with the
servicing of both the cardholder's account and the merchant's account for each transaction. There are some
differences in the systems and personnel needed for acquirer processing compared with issuer processing.
While issuer processing normally includes card application processing, card embossing, the printing and
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despatch of monthly statements, and processing cardholders' credits, other services may also be required
by the card issuer, including database reporting and cardholder behaviour reporting.

3.13. Card processors must also be able to cope with transaction and payments volumes which fluctuate
widely from day to day, activity levels being highest on Monday and Tuesday of each week. The
Christmas period is particularly busy.

3.14. Signet provides a full range of processing services, tailored where appropriate to meet the specific
needs of each customer. These services, as described above, can be used to process many different kinds of
cards: MasterCard/Eurocard and Visa card products; gold cards and premium cards; corporate cards;
affinity cards; and travel and entertainment cards. Signet also has the capability to process incoming sales
data arising from the use of its customers' cards internationally, through the world-wide communications
networks of MasterCard/Eurocard and Visa.

3.15. Signet also offers a comprehensive fraud control service which encompasses every aspect of
cardholder and retailer activity. Signet's staff, supported by a team of full-time investigators, work closely
with Signet's customers, the police and other organisations to combat fraud on an international scale. For
example, Signet administers payment of rewards and compensation on behalf of acquirers and issuers. As
part of its acquirer services, Signet helps to control the operation of floor limits by traders (that is, the
levels of payment per transaction above which the authorisation of the merchant acquirer is needed). Every
retailer outlet is monitored daily, to detect and follow up any significant anomalies. Signet has also
developed its own system for monitoring the activity of cardholders and identifying any uncharacteristic
activity that may warrant investigation.

3.16. Another potentially significant source of revenue for card processors is derived from the
development of software for individual customers on a project basis. In the future, as banks compete for
issuer and acquirer business, product differentiation and flexibility are likely to play an increasingly
important role in the market. Signet, for example, considered that major revenue opportunities would come
from additional products and services provided to its existing customers. Processors can also provide their
customers with ancillary services such as information services, stationery, postage and transport.

3.17. We were told by FDRL that any general purpose bank credit card requires a relatively large
database to contain and administer cardholder accounts. The capacity required would depend chiefly on the
number of cardholders, and only to a lesser extent on the number of card transactions. Database
requirements for store cards would also depend on these factors, although the capacity required per card
might be smaller than for credit cards because store cards were used less frequently. Store card issuers
might also require greater access to particular parts of the database for marketing purposes and a greater
use of credit control facilities. Similarly, charge cards required relatively large and sophisticated database
facilities to cope with large numbers of cardholders and transactions, and to provide information for related
marketing services.

3.18. Debit cards are normally administered on a centralised database. Software requirements for this
purpose depend on the systems adopted by the bank. Debit card processing can be carried out on a modern
card processing software system, though in practice a purpose-designed software package is more likely to
be used. There are only differences of degree between the software required for processing bank, charge
and store cards.

3.19. Card processing software may be developed either in-house or by a number of software houses.
The number of new in-house processing operations suggests that the necessary software is readily
available. Programmes such as ‘Cardpak' are available as basic systems. FDRL told us that its enquiries of
software houses, and experience of software packages (for example, those provided by Electronic Data
Systems Inc (EDS), Applied Communications Inc, and First Bank Card Systems), suggested that the costs
of adaptation involved depended on the flexibility of the basic software programme which in turn often
depended on the date when it was developed. This factor would be far more important, when assessing the
ability to turn it to use with a different customer's requirements, than the application for which it was
currently being used. (For example, processors using relatively old software might find that adding a new
customer to it would cost around £250,000: where software is more modern and flexible, the addition of a
new customer card issuer might cost only approximately £50,000.)
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Market shares

Issuer processing

3.20. The latest APACS data, given in Table 3.1, show that in 1989 there were an estimated 841 million
payment card transactions in Great Britain (this figure excludes transactions generated by limited use
payment cards, such as fuel cards, which may have amounted to about 7 million, and all prepayment cards,
such as telephone cards, 30 million of which it is estimated were issued in 1989). During 1989 Signet
processed about 395 million sales and cash transactions, ie 47 per cent of the total. All but a very small
proportion of Signet's issuer processing activities is currently in respect of credit cards. Thus, its share of
credit card issuer processing in 1989 was about 61 per cent. Signet estimates that during 1990 it processed
about 421 million transactions, ie about 45 per cent of all transactions processed that year.

TABLE 3.1 Payment card transactions, 1989

Number of transactions
Type of card Total number of transactions processed by Signet
million % million % of total

Credit card 643* 76 390 61
Debit cards 64 8 4 6
Store cards 75 9 1 1
Charge cards 59 7 _- -

Total 841 100 395 47

Source: APACS and Signet.

*Including about 19 million cash advances.

3.21. As noted in paragraph 3.17, the capacity required by processors also depends on the number of
cardholders. Thus another way of assessing market share is in terms of numbers of payment card accounts
managed by processors. The figures in Table 3.2 show that, as at 31 December 1989, there were about
54 million payment card accounts in the United Kingdom. On the basis of that data Signet estimates that as
at December 1989 its share of all payment card issuer processing in the United Kingdom was 23 per cent.
Other processors serving the market include Barclays (around 16 per cent) and seven other in-house
processors of credit and store cards (about 12 per cent), four in-house processors of debit cards (about 22
per cent, including Barclays' debit cards), and several other processors of credit, store and charge cards,
operating on an in-house or third party basis, or in some cases both (including the Bank of Scotland,
General Electric Capital Corporation (formerly Welbeck Financial Services), Club 24 and FDRL) (about
28 per cent).

TABLE 3.2 Payment cards issued in the United Kingdom, as at December 1989

Number of accounts
Type of card Number of accounts* processed by Signet
million million % of total
Credit cards 25.9 12.3 474
Debit cardst 15.5 - -
Store cardsi 11.1 0.2 1.3
Charge cards 1.5 - -
Total 54.0 12.5 23.2

Source: Signet's estimates based on various sources.

*The number of cards in use is assumed to exceed the total number of accounts by about 20 per cent.
tAs at November 1990.
1Estimates for some store cards relate to the situation in December 1987.
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Acquirer processing

3.22. In 1988 there were approximately 306,000 retail outlets in the United Kingdom which accepted
Access/MasterCard/Eurocard cards, 316,000 which accepted Visa cards and 245,000 which accepted
charge cards (see MMC report on the supply of Credit Card Services, Tables 3.6 and 3.12). Since early in
1989 retailers have been able to contract directly with a single merchant acquirer to handle both
Access/MasterCard/Eurocard and Visa sales transactions (see paragraph 2.41). Certain retailers also accept
charge cards relating to other payment systems. Debit card transactions are acquirer processed in the same
way as other payment card transactions.

3.23. The estimated numbers of transactions made in 1990 using the various types of payment card are
shown in Table 3.3. On the basis of those figures, Signet estimates that it has a 63 per cent share of the
market for acquirer processing for credit cards, and a 39 per cent share of the market for acquirer
processing of all cards. In terms of numbers of transactions processed Signet's market share had been
roughly stable (at about 43 per cent) for the previous four years, and its higher share in 1990 is due largely
to the advent of duality (see paragraph 2.41), and to the large volumes of Visa card transactions processed
by Signet on behalf of its shareholder banks that resulted from duality. Only Barclays and Signet currently
perform both MasterCard/Eurocard and Visa acquirer processing in the United Kingdom. The position in
relation to debit card acquirer processing is different in that, for example, the Switch banks (principally
NatWest, Midland and RBS) do the acquirer processing for their Switch cards in-house (except that
Midland has placed a contract with EDS for the operation and systems support of its merchant acquisition
business).

TABLE 3.3 Acquirer processing market, 1990

Estimated total number of Transactions processed
transactions by Signet
million % of total million§ % of total

Credit cards 663.7 61.4 419.8 63.3
Debit cards* 270.5 25.0 - -
Store cardst 108.6 10.0 1.2 1.1
Charge cardsi 38.5 _36 - -

Total 1,081.3 100.0 421.0 38.9

Source: Signet's estimates.

*Debit card usage statistics are based on recent trends.

tVolumes calculated on basis of card, not account usage.

iUsage assumed to be the same as for credit cards, ie number of transactions exceeds number of accounts by 20 per
cent.

§Includes sales, cash advance and refunds.

Processors other than Signet
3.24. Sligos currently performs neither issuer nor acquirer processing in the United Kingdom.

3.25. Barclays carries out its own issuer and acquirer card processing at its Northampton and regional
processing centres. It currently carries out approximately 40 per cent of all MasterCard/ Eurocard and Visa
acquirer processing and 20 per cent of all issuer card processing in the United Kingdom. While in the past
Barclays provided a number of card issuers with third party processing services, it currently does not,
though it now provides some third party processing services to other merchant acquirers. It may consider
increasing its involvement in third party processing (see paragraph 4.33).

3.26. The Bank of Scotland has been active in the processing market since 1985. Its processing facility
has expanded rapidly since then. Besides doing its own processing, the Bank of Scotland provides
processing services to third parties, including the Halifax Building Society, National & Provincial Building
Society and Chase Manhattan Bank, and indirectly to the Automobile Association. It is looking to expand
this business (see paragraph 4.37).
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3.27. FDRL, a subsidiary of First Data Resources Inc (FDR), is the other prospective purchaser of
Signet. FDR is an Omaha-based US corporation owned ultimately by American Express Company (see
paragraph 4.28). It is an important processor in the US and has a United Kingdom presence on the issuer
processing side (with an estimated total market share of nearly 2 per cent for all cards) via FDRL. FDRL
presently handles Visa and MasterCard/Eurocard issuer processing for ten customers in the United
Kingdom (representing a share of around 3.6 per cent of total credit card issuer processing in the United
Kingdom), including Yorkshire Bank (whose card processing contract, when this bank moved its business
from Barclays, represented FDRL's entry into the United Kingdom card processing market in 1987, though
it had been marketing the relevant software here for many years), and part of the card portfolio of Midland.

3.28. Card issuers which have established in-house processing are also capable of offering third party
processing for others. Thus, the sources of competition, actual or potential, facing Signet in the United
Kingdom payment card processing market include not only processors already mentioned (such as
Barclays, Bank of Scotland and FDRL), but also such important in-house processors as the Tustee Savings
Bank, the Co-operative Bank and Girobank (all of which set up their own in-house processing operations
when their arrangements with Barclays ended), as well as third party processors such as CCN, Club 24,
General Electric Capital Corporation and Credit & Data Marketing Services (CDMS). Card issuers have
continued to demonstrate their capability to set up in-house processing facilities. For instance, the Switch
debit card is processed by individual in-house processing facilities established by each of the Switch banks.

3.29. The business of card processing does not differ fundamentally from one country to another.
Furthermore, the increasing trend towards paperless transactions, based on electronic funds transfer (EFT),
makes it likely that the market will become more international in character in the future.

3.30. Although Signet has nine third party customers at present, over 90 per cent of its processing
revenues are earned from its four shareholder banks. Signet's other customers are Bank of Ireland, National
Irish Bank Ltd, Northern Bank Ltd and Clydesdale Bank (the three latter having been acquired from
Midland in 1987 by National Australia Group (UK) Ltd) and Ulster Bank plc, a subsidiary of NatWest.

Ease of entry/exit

3.31. Payment card processing is a particular application of widely available database management and
data processing technology. General processing operations can readily adapt existing data processing
facilities for card processing, and systems used for one form of payment card processing can easily be
adapted for another. The cost of adaptation from one type of processing to another depends on the
flexibility of the basic software programme and not on any particular application.

3.32. Card processing can involve a wide range of activities, and some processors, including Signet, do
provide such a range. As was mentioned in paragraph 3.11¢(a) and (b), many of these activities can,
however, be contracted out separately and successful entry into the market does not necessarily require that
the entrant itself should provide all these services.

3.33. We asked one of the major store card issuers, which has had some experience of changing from
one processor to another, and had experience of both in-house and third party processing services, what
constraints there are on issuers wishing to change processors (eg in response to new entry) and on the
frequency with which they might be able to change. We were told that this depended on the number of the
issuer's cardholders and on the range of processing services it wished to transfer. While the successful
transfer of a large database might normally take about 12 months from the decision to move to its
completion, the transfer of lesser activities (such as payments processing, and the printing and mailing of
statements) could be achieved more quickly.

3.34. The basic resources required to carry out processing include software, hardware, communications,
personnel, and buildings. For small-scale operations in the issuer market, software packages are available
from approximately £1 million. There are also certain issuer processing packages which can provide a card
management facility using personal computers. However, the type of facility needed depends on the
volume of business to be processed. A large card issuer/acquirer processing operation would require a
relatively large database and other facilities to administer cardholder accounts, costing perhaps up to £35
million for the hardware, software and processing equipment. As some or all of the buildings and
equipment might be rented or leased, or if purchased would have second-hand value, the irrecoverable
costs would be much less. Suitable software packages can be developed in-house or by a software house.
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Systems are also available off the shelf. Regardless of the size of the card base, if the issuer wished to use
international payments systems, it would need to be linked to a processor which could provide these
connections.

3.35. The handling of the direct relationship with the cardholder, including account control and credit
management, is usually undertaken by the card issuer and involves further investment in personnel and
technology. Costs of entry to the issuer processing market therefore depend in part on whether the new
processor is to provide more than the support systems needed for the card issuer to maintain that
relationship with the cardholder.

3.36. Acquirer processing is a more difficult market to enter because of the different requirements
generated by the different payments systems which may be paper- or electronically-based. If the
authorisation and transaction processes are electronically-based, a range of both hardware and software
systems is available. Initial capital investment is estimated by Signet to be about £5 million, but this would
vary depending on the volume of business to be processed.

3.37. The provision of interchange and settlement services is necessary for acquirer and issuer
processing. The links to connect the issuer and acquirer functions to the payment systems are usually
provided by the processor and are typically a bespoke system.

3.38. Sophisticated communications systems are needed for the card processing business but upgrading
of existing exchange facilities and the installation of, for instance, new telephone lines and related
computer equipment can readily be done by an existing processor.

3.39. The workforce required for a card processing business consists of approximately 10 per cent
management and supervisory staff, the remainder being clerical staff (who will require a period of training
which may be for up to six months). Experienced management and personnel are needed for successful
issuer processing because of the range of products available in the market-place and the need to provide a
prompt service at a competitive price and quality in order to succeed.

3.40. The demand for office space is no greater than for any other computer-intensive or clerical

business, and the move away from paper-based processing to electronically recorded transactions reduces
the demand.
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