How the Internet Changed the “Rules of the Game” 

in the Small Business Credit Card Industry

“In the short term, it’s unlikely that interactive media will make or break the marketing plans for very many traditional packaged goods brands. However, if you extend the timeline just a few years, we see the potential for a digital media disruption that will rapidly reshape not only our advertising and marketing efforts, but perhaps our entire business model.”

- Denis Beausejour, VP Advertising, Procter & Gamble (Advertising Age, June 1998)

Implications of the Internet

What do consumer packaged goods from P&G have in common with credit cards and term loans?  More than you might think. The financial services industry, like the packaged goods business, is in the process of being radically reshaped by electronic commerce. The success of start-ups like NetGrocer, a Web-based grocery ordering and delivery company, have changed the way Procter & Gamble thinks about distributing its products to end customers. At the same time, the rapid growth of companies like NextCard, an Internet credit card company that receives approximately 80,000 Visa card applications per month on its Web site, has created an urgency among established financial services firms to expand their Internet product offerings. 

Despite the fact that most analysts expect online credit to account for a mere 1% of the total $2 trillion U.S. credit market in 1999, Forrester, a leading market research firm, expects nearly 10% of all credit transactions to be conducted on the Internet by 2003.
 Even if this prediction is inaccurate, it is likely that the Web will significantly influence the profitability of credit card issuers for the foreseeable future. 

The Old Rules

Until recently, the market for small business charge and credit cards was influenced by several factors.  Direct mail was a highly effective, albeit costly tool for acquiring new customers (at approximately $0.40 per mailing).  Billing statement inserts, welcome kits and letters were also used as customer management and growth devices. Telemarketing was used to not only acquire new customers but also to sell additional products and services to current customers. 

Two of the most important factors that determined profitability in this market were brand name and long-term customer relationships. Because small business owners could not easily assess the relative value and “quality” of different charge and credit cards, they often relied on brand associations (primarily communicated through advertising) and a company’s reputation for customer service in order to select a corporate card provider. Customer surveys revealed that small business owners considered the “prestige” associated with certain credit cards to be very important in selecting brands. Personalized service mattered to many small business owners, so they valued the long-term relationships they were able to establish with credit card companies. Small business customers’ reliance on brand reputation, their desire to carry a prestigious card, and their desire to maintain long-term business relationships was to the advantage of established card issuers like American Express Small Business Services (SBS). The company’s premium brand reputation, top-notch customer service, and expertise in direct marketing and risk management enabled SBS to capture a 60% share of the approximately $45 billion market for small business plastic spend by 1998
. SBS was also able to leverage its competitive advantages to offer new products and services (often in conjunction with other divisions of American Express) such as equipment financing, travel assistance, and investment advisory services to small business customers.

The Growth of Online Financial Services

Online financial services have experienced explosive growth during the past three years.  According to “Credit at the Threshold”, a recent Forrester research report, one-quarter of all stock trades were conducted on the Web in 1998, up from less than 10% only a year before.  More than 5.5 million million U.S. households have signed up for online banking and routinely use the Internet to conduct financial transactions. More than $10 billion in consumer mortgages originated on the Web last year, and Forrester predicts that online credit will soar from approximately 1% of the total credit market in 1998 to at least 10% of the market by 2003.  

Several trends have contributed to the emergence of the Internet as an important channel for financial institutions offering charge and credit products to small businesses. Numerous surveys conducted by American Express and other card issuers indicate that small business owners increasingly ignore direct mail solicitations. In fact, industry-wide direct mail response rates had declined from 2.7% in 1992 to only 1.4% in 1996
. Many small business credit card issuers have concluded that outbound telemarketing is also ineffective in reaching small business owners, as numerous surveys have revealed that less than 10% of customers view phone calls as an acceptable way to receive information from card issuers. Due to the difficulties of contacting small business owners through traditional channels, card issuers have been searching for an alternative means of communication for most of the past decade.  

The primary reason for the growth of online financial services for small businesses is that the Internet meets the needs of small business owners as well as card issuers. According to the Small Business 2000 Survey, 69% of small business card holders regularly use the Internet to obtain information
. They like the convenience of checking their account statements and finding other information about card benefits while online. Card issuers see the Web as a promising new advertising channel. They can use banners and other forms of online advertising to promote their products and services in ways that are acceptable to customers. The 1997 Internet Advertising Bureau Survey indicates that most consumers find Web advertisements to be significantly less intrusive than direct mail and telemarketing.

The New Rules

Although the Internet is in some ways an ideal prescription for the communication pains of card issuers, it has produced a number of key side effects that have impacted both the online and offline markets for small business financial services. In this sense, the Internet has fundamentally changed the ‘rules of the game’ for small business credit and charge card issuers. Although some of the rules are still in the process of being written by the market, the following changes have already emerged:

Increased price sensitivity: The Internet facilitates direct product comparisons. By surfing the Web, small business owners can find detailed information on virtually any credit card offer. This information is useful in selecting brands and specific cards, regardless of whether the small business owner applies for the card on or offline. The widespread availability of card information has led to increased competition in interest rates, credit lines and other card features; in short, the Internet magnifies differences in value propositions. The 1998 Small Business 2000 survey shows that the price sensitivity of small business owners related to credit and charge cards is indeed increasing.
 Leading online card issuers NextCard and First USA have responded to this trend by introducing credit cards with introductory rates as low as 2.9% and fixed rates as low as 9.9%. 

Decreased importance of long-term relationships: As small business owners have become more price sensitive, they have become more willing to switch cards for a lower price.  For instance, attrition for American Express’ small business Corporate Optima and Corporate Delta Sky Miles cards has gradually increased during the past three years. Many industry analysts believe that switching will become more pervasive as competition among card issuers intensifies.  In a recent Forrester research report, a credit card issuer predicted customers will eventually “use priceline.com to shop their [credit card] balances. Firms that compete on the basis of relationships have the most to fear.”

Transfer of power to “infomediaries”: In a recent Fortune article, Gary Hamel and Jeff Sampler assert that “brokers rule [online]. They will be the new market makers, and they will call the shots.”
 For example, bankrate.com provides regularly updated information on dozens of credit cards. Small business portals like Inc.com and digitalwork.com are another type of infomediary that allows small business owners to access expert advice and interactive tools relevant to their firms. These sites may not compete with SBS in credit cards, yet they undoubtedly compete directly in other services for small businesses.

Speed and convenience rule: NextCard and First USA, two pioneers in the Internet card industry, allow customers to apply for a card online and to receive a response in less than one minute. Once approved, customers can immediately transfer balances from other credit cards. They also receive their new card numbers immediately so they can start shopping online. In addition, NextCard and First USA allow customers to download their account statements online. These new technologies have raised the bar for the rest of the industry. 

Partnerships galore: Charles Schwab co-CEO David Pottruck, like many other financial industry executives, believes that partnerships are essential to providing customers value-added products and services online. According to Pottruck, “Companies don’t own the customer anymore, so trying to build walls around the customer isn’t going to work.”
 Schwab has formed partnerships with companies such as Intuit in order to share content development. Forrester believes that Intuit will soon announce a partnership with Office Depot in order to offer a wide range of services to small business customers. Even card issuers like First USA have joined with online merchants in an attempt to increase acquisition and spending. In effect, the Internet has become a “web” of entangled partnerships.

Financing at the point of sale: Bank One has formed a partnership with Dell to offer equipment financing to small business customers when they make purchases from dell.com. Customers can apply and receive a response from Bank One without leaving Dell’s site. Arrangements like this are becoming commonplace as banks and credit card issuers attempt to grab as many e-commerce transactions as possible. 

Customer acquisition, management, and growth more closely linked:  Internet users have almost complete control over the information that is presented to them. This fact has shaped the online acquisition, management, and growth strategies of many financial services firms.  For instance, small business credit card issuer site usage statistics indicate that prospective customers often browse through the card issuers’ sites before deciding whether or not to apply for a credit card online.  The features on the sites function not only as management tools for current customers but also as acquisition tools because they influence decisions of prospective customers.  This could explain why Bank One’s Small Business Web site enables prospective customers to view samples of account management reports and other online banking services available exclusively for Bank One customers.  Because customers control the flow of information on the Web, it is critically important for a financial services firm to recognize that virtually any action its takes on the Web will impact customer acquisition, management and growth. 
One-to-one marketing: Segmentation has taken on an entirely new meaning on the Internet. Instead of marketing to groups of people, card issuers can obtain information on the Web that enables them to target offers and other information to small business owners based on individual preferences and purchase behaviors. “Cookies” (small files that Web servers can place on site visitors’ computers) and logins are two of the most common methods that are used to collect information from site visitors. 

It is important to note that the Internet has not changed the importance of brands in the market for small business cards and lending products. The 1998 Small Business 2000 survey 
indicates that the percentage of small business owners that value the prestige associated with specific cards such as the American Express card is actually increasing
. More generally, evidence to date indicates that brands matter just as much in electronic commerce as they do in traditional business settings, if not more. In November of 1998, 10% of all companies engaging in electronic commerce accounted for more than 90% of all consumer sales on the Web.
 The high concentration of purchases on so few Web sites may demonstrate that Internet users value brands because they convey credibility, which is essential in the virtual retail environment on the Internet. 

Although brands are still important, empirical evidence suggests that the Internet is beginning to change the brand associations promoted by card issuers. For example, a recent PR Newswire article states, “Since 1995, Visa has significantly expanded its Internet marketing efforts and established itself as both an Internet-marketing and e-commerce leader.”
 Companies like Visa, First USA, Next Card, and MasterCard have used television and print advertising campaigns during key shopping periods, such as the 1998 Christmas holiday season, to highlight their cards’ ties to online merchants and Internet security guarantees. 

Card issuers have not only changed advertising messages but have also introduced new products in order to create online brand associations.  For example, the First USA eCard, launched in 1998, entitles card members to 5% discounts at popular online retailers like Amazon.com, CDnow and eToys. Banner advertisements and “jump pages” promoting the eCard state prominently that First USA guarantees the security of all online purchases for eCard members, and agrees to waive the $50 maximum liability fee for eCard customers if their card information is stolen online. For card issuers to achieve success online, they must promote these new features aggressively in online and offline communications.
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