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Online Banking

At the core of the 1990's phenomena known as electronic commerce lies the expansion by many banks into the online markets.  Today, over 1,000 of the 7,000 U.S. banks offer some portion of their services via the Internet.  Online banking has been attempted many times over the past twenty years.  Now, with the wide availability of networked easy-to-use computers, the advent of the Internet and World Wide Web (WWW), the practice finally appears to have become popular with the general public.  Many banks need online banking to compete against a growing list of competitors in the financial services industry.  They have been losing financial assets to securities firms for the past 30 years and continue to struggle to retain assets and offer unprecedented levels of customer service.  

Early Days of Online Banking
Several banks first attempted online banking in the early 1980's.  In the U.S., Citibank, Chase Manhattan, Chemical, and Manufacturers Hanover were the pioneering banks.
  Barclay's Bank, headquartered in London was one international bank that provided this capability in the mid-1980's, as was the Bank of Scotland.  There were three requirements for the consumer to do online banking: a computer, a modem, and proprietary software provided to the consumer by the bank. The consumer or customer of the bank would dial a local access number into the bank's computer.  A customer would use a computer and modem to dial the bank and to log-on to their account. Customers then have access to the information, including the ability to create a database of vendors they frequently wrote checks to, pay bills to those vendors, create standing payment orders, check account balances, view a history of transactions, and make transfers between accounts (for instance, savings to checking, checking to savings).  There was minimal online help; however, a local number could usually be called for assistance in using the online banking services.  Usually, the bank made a small monthly charge unless the customer maintained some average balance.  Sign-up speeds were notoriously slow, displays clumsy and unfriendly, and the overall process complex.  Many banks have curtailed this service and forced their customers to use the Internet for online banking.

In the early 1990's several off-the-shelf Personal Financial Management (PFM) software packages became popular with home computer users: Quicken, Microsoft's Money, and Meca's Managing Your Money.  These packages enabled users to keep all their financial records, budgets and planning, and even tax records in a single integrated package. Initial versions of these packages were self contained, however, later versions took advantage of network capabilities and were able to connect to a service run by the software company that mediates between the customer and the bank, and uploads or downloads transactions and other transaction instructions.  Quicken is the most popular. One advantage to this type of online banking was that transactions only had to be entered once into the software package. 

The initial return on infrastructure investment by those banks that entered the online field probably did not justify the expense, however, these early experiences did provide the skill base and confidence for early entry into Internet banking once the world wide web appeared in 1994.  Wells Fargo was one of the early pioneers, and went through the earlier stages of direct-dial online banking.

Internet banking was made possible by the creation of Web browsers.  In this mode of online banking, consumers do not have to purchase additional software (all they need is the browser), store any data on their computer, backup any data, or wait for software upgrades or new versions.  All transactions occur on a secure server of a bank via the Internet.  The bank has all of the required data and software to execute the transactions.  Customers go the bank's Web site, log in, and then take advantage of the bank's Internet services. Typical bank services are account access and review, transfers of funds between accounts, bill payment, and then a widening variety of new services and products. Security plays an important role in Internet banking and so there are several protocols for Internet security of encrypted data packets. Customers are not aware of the encryption, however, only certain versions of popular Internet browsers are acceptable to some banks due to their security limitations. 

Two Big U.S. Players: Wells Fargo and Bank of America
Two big players in the online banking industry have been the two early leaders: Wells Fargo and Bank of America - each based only a few blocks from the other in downtown San Francisco, California.  Wells Fargo Bank started around the time of the California gold rush about 1850 and is now the fifth largest bank in the country.  Bank of America was started by an Italian immigrant in the 1930s.  Both banks have grown significantly through acquisitions during their lifetimes.  At the close of 1998, Wells Fargo had about $202 billion in assets; Bank of America, about $570 billion.  

Bank of America has been slower and more cautious about its online business even though they started their dial-up service in 1982 - much earlier than many other American banks.  The bank has managed to sign some enviable relationships, such as the one with America Online for much of their online business.  Bank of America's expansion strategy has been to make simple banking services available over a wide variety of communication channels and portals.  

Wells Fargo started its online business in 1989 with a dial-up service.  They rapidly matched their services to personal financial management software, and were a fast adopter of Internet services.  The bank's expansion strategy focused on aggressive expansion of customer services available through its online business. Today, the bank records more than half a million online sessions a day.

Wells Fargo and many other banks have been attracted to online banking due to the transaction costs.  A transaction in a bank branch is estimated to cost $1.07, a telephone transaction is estimated to cost over $.54, an ATM (automated teller machine) transaction $.27, and a transaction via the Internet or modem is $.01.
  Further, Dudley Nigg, executive vice president of online services at Wells Fargo, notes that online customers keep bigger balances.  This is partly because the average computer user is wealthier.  Mr. Nigg, however, points to the greater exposure of the online customers to Wells Fargo's marketing programs.  He even sees one-to-one marketing in the near future.

Mr. Nigg acknowledges that online banking has not been wildly profitable.  He expects profitability by the year 2000 - about the time the bank gets 1.5 million to 2.0 million online customers.  He also sees the required critical mass of customers declining over time as the infrastructure costs to service online banking decline.  

Dan Amdur of the technology industry-analysis company Yankee Group sees a lot of churn in the banking business.  "In a recent survey well over half of PC households expressed minimum loyalty to their banks." Amdur further states, "Technology is giving banks an opportunity to redefine their relationships with customers and says that to retain them, banks should focus on three main goals: forming a marketing strategy, building creative services, and sorting out the inside bureaucracy that is slowing new media growth."  He says that banks should be cross selling to customers - using the Web to market all of their different services to each customer.

Wells Fargo has heard this message.  They see online banking as enabling a one-stop destination for a host of financial services and products.  Many other financial service organizations also share this goal, particularly brokerage firms.  Dudley Nigg stated, "If customers are paying their bills through us, not only are they interfacing with us once or twice a week, but we know exactly who they are.  That puts us in a position to analyze their buying habits and offer them the right kinds of products and opportunities, both in financial services and elsewhere."  He sees the bank as a natural partner with other firms too, such as brokerages and insurance.  Nigg says, "Once you have a customer base, the only limitation on what you can sell is your imagination."

Wells Fargo has proven to be one of the most innovative online banks so far.  Last Mother's Day, they offered customers the ability to order flowers over their Web site and 700 customers took advantage of the promotion.  Recently, they moved into the online discount brokerage business with their WellsTrade service.  They have also built partnerships with Microsoft, Intuit (maker of Quicken), America Online and several other fast movers.  In August 1999, they also announced a Web procurement service for its business customers.  This service is seen as a way to expand relationships with its small and medium-size business customers who number in the millions.  The service will offer volume discounts to their customers from a broad selection of multi-supplier catalog items.

Management Issues in U.S. Online Banking
Several key issues face U.S. bankers with the onset of widespread Internet banking.  The low-tech, high-touch operations characterized by branch operations and tellers are slowly giving way to a high-tech approach.  Many believe that a high touch approach is possible with online banking to those consumers willing to accept this service.  Several banks have announced in-branch transaction fees to motivate customers to use ATM, telephone, or Internet services.

With the competition in online banking only a click or two away, being able to differentiate services becomes increasingly difficult. Wells Fargo sees online banking as a way of retaining the large number of customers that annually relocate outside of the geographic area served by their "bricks and mortar" operations. Internet banking will enable these customers to stay with Wells Fargo - assuming that customer loyalty can be preserved.  Customer service, product portfolio and brand will play important roles in Internet banking for this reason.  

Continual product and service innovation will also be a requirement. This will mean a competitive Internet bank will have to either launch new services itself, sometimes at large start-up costs and risks, or they must form alliances and partnerships with other established firms offering these services. Diversification will also be a key factor in their management of their supply chains.  Banks have lost nearly 55% of their customer's financial assets over the past 30 years.
  The pressure to expand services and to even lure customers back to banks is larger than ever.  Some banks have even affiliated with an online retailer to attract customers.  For instance, Chase Manhattan now has a merchandising partnership with Shopnow.com.

The Glass-Steagall Act, passed in the Great Depression of the 1930s, restricted the business U.S. banks could conduct, in part because banks were believed to be the cause of the terrible economic crisis of the 1930s.  The Act separated commercial from investment banking, and erected walls between investment trading, banking, and the insurance industry.  In 1999, Legislation was pending that would again allow financial service providers to offer all of these services.  This could mean much greater competition and a drive by financial service institutions to cross-sell financial service products, particularly over the Internet.  Currently, U.S. financial service players must partner to offer these services.  For instance, E*Trade, an Internet discount securities broker has an agreement with E-Loan to offer home mortgages; WingspanBank, an online-only bank, partners with Donaldson, Lufkin & Jenrette, a brokerage house, to offer their customers mutual funds.  

Recent surveys, however, cast doubt on the ability of banks to cross-sell financial service products.  Pamela Moore of Business Week states, "The numbers indicate that most bankers have done a poor job of cross-selling to new customers that they have paid thousands of dollars apiece to acquire.  The average bank customer has 2.3 products - checking and savings accounts, typically, plus maybe a credit card." 
  First Union bank found that 43% of its customers held only one bank product in 1999.  In another study, almost three-quarters of cross-sells were found to be unprofitable or marketed to the wrong segment of bank customers.  In the U.S., there was a surge in bank-insurance company mergers throughout the 1990s.  These were done on the assumption that cross selling can improve the mergers or acquisitions.  The success of these ventures, and even cross selling overall, remains to be seen.

Pricing of Internet and online products is increasingly an issue, particularly with the advent of a growing number of Internet-only banks (which have no bricks and mortar operations).  What should the fee structures be?  How should they differ between an online and bricks and mortar operation?  What interest rates should be given on deposits or taken on loans?  How should ATM charges be assessed or credited?  (Note: many online banks offer free ATM use outside their geography by allowing a credit of five or so free ATM sessions per month by their customers.)  Lauren Barack of Business 2.0 magazine thinks online banks should emulate retailing companies.  For instance, they should price their products, quote interest rates, or other parts of their fees through online auctions.  A recent agreement between Priceline.com, an online auction site, and LendingTree, online loan maker, allows customers to name their own mortgage rates.  Banks may be forced in this direction as comparison shopping for rates and fees drives consumers to the best deal.

Technology infrastructures have always been important to financial service institutions, since the systems are the business.  Technology has been inward facing since its use began in the 1950's; it was for the benefit of the bank's employees.  Now, the technology that is deployed must not only benefit the customers, it must enable the customers to self-serve.  Accordingly, it must follow all of the recent learnings about customer technology use.  The technology must be friendly, easy to navigate, create a positive experience, provide appropriate feedback, and minimize the session time.  Many bank information systems organizations appear to be having trouble making this transition with both their systems and staff.

What steps do online banks need to take to attract customers?  PC usage continues to grow and extend to a wide cross-section of the populace. Small businesses have also increasingly adopted computer use.  Thus, the base of eligible customers continues to grow.  One estimate is that 67% of all PCs in the U.S. can now be networked.  With about 70 million potential customers and only 6.3 million online (see Exhibit 1), there is a large body of customers available for online banking.  Further, online customers are the most desirable ones.  They bring more assets, maintain larger deposit balances, incur more fees and use more services.  All of these features make online customers highly sought after.

A further issue facing "bricks and mortar" banks is the company culture.  Online businesses, including banks, need to be nimble and make exceptionally fast moves to even maintain market share.  Often the decision-making processes of old "bricks and mortar" banks are slow and convoluted.  Innovation and real customer service may not be part of some bank's cultures.  Bank One, one of the largest U.S. banks, created WingspanBank, their online bank, as a completely separate and standalone entity.  Use of the ATM network and a credit application service are the only links WingspanBank has with their parent company.  Managers and staff in the new business can make much more rapid decisions without having to deal with the cumbersome processes of their parent.+
Exhibit 1 - Relevant Online Banking Statistics

Online Banking Customers

Total in U.S. = 6.3 million households as of 7/31/99

Signed up in previous year = 3.2 million

Closed accounts in previous year = 3.1 million

Estimated annual growth rate in number of accounts = 50%

Estimated online customers in 2003 = 28 million

Estimated online assets in 2003 = $3 trillion

Estimated homes with Internet access by 2003 = 59.8 million

Wells Fargo Online

Online customers = 1 million as of 5/24/99 (more than any other bank)

Online customers represent 6.7% of all Wells Fargo retail customers

Online customers hold over $8 billion in assets (about 8% of entire bank)

Exhibit 2 - Wells Fargo Online Home Page
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Exhibit 3 - Page From Wells Fargo Online Demonstration

Showing Sample Account Information

[image: image2.wmf]
Exhibit 4 - Page From Wells Fargo Online Demonstration

Showing Sample Bill Payment Information
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QUESTIONS FOR THE CASE STUDY

Read the Online Banking case study, visit www.wellsfargo.com, and other assigned readings and sites.  (If you do not conduct banking electronically, please go through the demonstration provided by Wells Fargo.)  Please consider the following questions in preparing for class discussion.

1.
What are the pros and cons of electronic banking (e.g., Internet banking) from the bank and customer points of view?  How would you determine the critical mass of customers you need to have to be a success?  (N.B., As of May 1999, Wells Fargo had over one-million online customers.)

2.
List the challenges facing Wells Fargo and just about any online bank. What barriers are there in each situation?  What would you do about each of these challenges given the evident barriers?  (Hint: create a table.)

3.
What new business opportunities might appeal to Wells Fargo?  What might be the pros and cons of each area?  

4.
Bank of America has an online banking strategy focused on a broad variety of channels and easy to use software (including many off-the-shelf packages).  Wells Fargo is emphasizing a broad range of Internet-based services coupled with marketing tools and corporate partnerships.  Which approach do you think is the right one?  Why?

5. If you use another online banking service (e.g., BankBoston or Wingspan.com) how do these compare to Wells Fargo?  What do you see as the pros and cons for each of these alternative services?

� The case was prepared by Professor Robert H. Reck as the basis for class discussion rather than to illustrate either effective or ineffective handling of administrative situations.  
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+  Special Note on Non-U.S. Online Banking Practices


Traditional European banks are also struggling with the sudden emergence of online banking competitors.  Prudential Assurance in London set up an Internet bank called Egg last year.  Egg is a rapidly growing success story and now has over $13 billion in deposits.  The most attractive clients are attracted to online banking.  A number of other European financial service institutions have launched online banks.  Competition appears ferocious, especially to bricks and mortar institutions.  Some online banks even have operations and geographies that allow them to circumvent traditional and expensive tax laws and fees structures.  
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