DEBIT REWARDS: GOOD IDEA? BAD IDEA?

As with so many of life’s big questions, the answer depends.
In this case, it depends on: 
· Why your bank wants to promote use of debit cards
· What income the bank gets from debit products
Let’s take each of these in turn.

Why does your bank want to promote use of debit cards?
Banks encourage their customers to use debit cards for a range of reasons:

1. To cut costs
Electronic payment transactions are cheaper for banks to process than paper. Most institutions are working towards phasing out cheque use at some point, and have to provide customers with an alternative. Debit cards, with an appropriate level of built-in authorisation, are a very acceptable solution for the vast majority of customers. Still, there is almost always some level of resistance to the change, and a rewards programme can help to sugar the pill.

The cost of paper vs. electronic argument is equally relevant to cash withdrawals: it’s cheaper to have customers access their funds using a debit card at an ATM rather than cashing a cheque with a teller at a branch. 

One other way in which debit products help cut costs is that they are the portal through which customers access online, mobile and telephone banking – all cheaper to operate than the bricks-and-mortar equivalent

2. To build account balances
There’s a war going on: it’s a war for deposits to replace volatile wholesale markets as a source of bank funding. In Spain, for example, the battle for customer funds has become so hectic that the regulator has had to step in to curb offers that were becoming extreme.

A much cheaper strategy is to encourage customers to change their payment patterns: in many markets, after their salary has been banked customers draw out large sums of cash at an ATM to pay their bills. The most heavily used ATM in one African territory, for instance, is outside a large supermarket. 
[image: ]
Far better, from the bank’s point of view, for the customer to make those payments using a debit card at POS, thus keeping the bank balance at a higher level than otherwise it would have been.  The chart shows the effect on balances of the two different payment methods. 

As well, the customer is more secure when not carrying around more cash than is absolutely necessary. 

Naturally, this means that the acquiring side of the business has to do its job, by ensuring that merchants will accept debit cards. But the real challenge is to give customers a reason to change their behaviour. 

3. To retain customers
Although the level of customer inertia varies from country to country there is growing evidence that retail accounts are more footloose than they were: across Europe, for example, as many as one in four customers accesses at least two products from a second bank[footnoteRef:1]. Partly this comes from regulatory pressure to make it easier to change bank, partly it comes from increasing awareness of competitive offerings, especially among more financially secure customers – precisely the ones who are most attractive to bank marketers. [1:  Ernst and Young: “Understanding Customer Behavior in Retail Banking”, February 2010] 


 (
“
Profitable customers are beginning to know their value: keeping them is vital”
)Against this background, anything which increases “stickiness” is welcome. And one certain way to build stickiness is to encourage customers to use a debit card. Still better if these customers charge their recurring payments – magazine subscriptions, insurance premiums, utility and phone bills, for example – to their debit card. As many of them will if they can see there is a reason, above and beyond convenience, for making the change. 

4. To defend new price models
Banks in different markets have taken different approaches to pricing retail services: in the US and the UK, for example, basic bank accounts are usually provided free, income being derived partly from the non-interest- bearing cash balances they generate, and partly from overdraft and other fees charged to borrowers. 

However, this model is under pressure from regulators, who object to what they see as the cross-subsidy of most retail customers by the fee-paying minority. If the rule-makers succeed in changing the retail pricing structure, it’s very likely that many customers will be charged for services which previously were free. In this scenario, some banks may try to retain their more attractive customers – for example, those who maintain substantial cash balances – by offering a sweetener in the form of multi-product rewards, including debit rewards.

5. To build brand engagement
Understandably, banks are keen that customers should be very aware of the relationship they share: what better way to build brand engagement than for the customer to see and use a bank product virtually every day? With transaction values typically lower than a credit card, debit products are perhaps the most powerful means of putting the bank’s brand in front of customers.

6. To sell more products
Perhaps the most compelling reason to promote the use of debit cards is the great Eldorado of bank marketing: cross-sell. Wells Fargo has calculated that it offers retail customers some 16 products and services. Most banks think they are doing well if they get close to a cross-sell ratio of 4 or 5. All of them agree that the entry level product is the current or checking account. The challenge is how to move customers beyond that. One easy add-on product is the debit card: with that first crucial hurdle crossed, it’s easier to identify customers who are willing to consider buying more profitable products.

Finally, ATMs in many markets now provide customers with third party services, such as topping up mobile phones, which generate useful revenue for the bank. It makes sense to encourage customers to use them.

Naturally, there are exceptions to these arguments: in Korea, for example, where cash is relatively little used for payments and cheques hardly at all, the impact of debit cards on balance-building and cost-cutting will be much weaker. On the other hand, the cross-sell and retention effects are as relevant here as elsewhere.

Summing up,  there are strong business reasons for banks to encourage their customers to use debit cards.  That covers the “Why?” of debit rewards. Now let’s turn to the “How Much?”

What income does your bank earn from debit cards?
Clearly, the richness of the rewards programme will depend on the revenues available to fund it.

Accordingly, the “How Much?” question depends on the “Why?”  If the bank is looking at debit rewards in the context of cross-sell or customer retention, then the income to be set against the cost of the rewards programme should be the incremental revenue earned across all the products, including debit, targeted by the programme.

However, if the debit rewards programme is stand-alone, then the main sources of revenue will be the interchange earned on the debit transaction, plus any FX earnings, together with the cost avoided if the transaction were to be paper-based. Complicating the issue a little is the trade-off between costs and revenues incurred on “on-us” and “off-us” transactions. 

Each bank will have its own method for calculating these incremental revenues and costs. The one constant is the level of debit interchange – and this varies widely. In some markets, the interplay of financial dynamics between acquirer and issuer has resulted in debit interchange actually being negative. In others, it can range as high as nearly 2% for premium debit products.

 (
“Income sets the ceiling for the value of a rewards programme. But  there’s a floor, too.”
)What’s absolutely clear is that any rewards programme needs income to fund it. Illustrating this very starkly is the situation in the US, where proposed legislation will drive debit card earnings down from an average of 44 cents to 12 cents a transaction. This “Durbin Amendment” is still under discussion by lawmakers, but the effects are being felt already: ahead of the estimated $14 billion hit, banks like JP Morgan Chase, Wells Fargo, Wachovia, SunTrust and PNC have axed their debit card rewards programmes. Bank of America, Citi and TD are said to be considering their options. 

Income therefore will set a ceiling for the value of a rewards programme. But programme value will also have a floor: what customers see as being a worthwhile reason to change behaviour. Partly, this will be convenience. But convenience alone cannot be enough: at point of sale, my competitor’s debit card works as well as mine. We have to educate customers, giving them additional reasons for using my card – otherwise, it’s simply a commodity product, indistinguishable from any other. 

Enter rewards.

But what sort of rewards? Cash back? Points? An innovation like “Save the Change”? Merchant-funded promotions? Prize draws?

That’s a discussion for another day. For now, let’s go back to the question we posed at the beginning: Are debit rewards a good idea or a bad one? 

The question is simple, the answer isn’t: Do the sums add up? Will my offer stand up to the tests of customers, competition, time and technology? Do I need a partner to deliver it? If so, how should I choose one? 

Get it right, and the results can be very…..rewarding.
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