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BANKS vs. NONBANKS ON THE WEB

DISINTERMEDIATION: A POSITIVE FORCE FOR BANKS

Portals won’t become banks, and banks won’t 
become portals, but the Internet will create new 
winners among both banks and nonbanks.

By Diogo Teixeira, executive director and founder of TowerGroup, 
a research and consulting company addressing the impact of 
information technology in the global financial services industry. 

TowerGroup is based in Needham, Mass.

The basic role of a bank has 
always been as an intermediary. 
Thus, disintermediation has 
always been viewed as a threat. 
The “dis-” prefix seems to con-
note a loss of function, a loss of 
meaning, and a loss of role. Who 
needs an intermediary, people 
think, when technology allows 
the product or service to bypass 
a step that was once required? 

The truth is more complica-
ted-but not really scary. Finan-
cial services improve under di-
sintermediation. Customers are 
better served, the flow of funds 
is made more efficient, and the 
industry’s work processes are 

naturally made more producti-
ve. Certain institutions that lack 
strategic insight may do worse, 
but for every loser, there are li-
kely to be two, or even three, new 
winners. 

One of the proofs of this point is 
banking industry return on as-
sets, which since 1993 has been 
higher than any time this cen-
tury. If disintermediation hurts, 
then we want more of it. Of cour-
se, this has been a truly boom 
economy, illustrating a timeless 
fact: Banks do well when the 
economy does well and poorly 
when recession hits. 

The influence of technology, no 
matter how much or how new, 
does not, and will not, affect the 
industry’s bottom line. The in-
dustry adopts technology quic-
kly enough so that cost savings 
are equally distributed. Benefits 
pass to the customer in the form 
of “better, faster, cheaper” pro-
ducts and services. Increased 
costs, for example from IT invest-
ment needs, work the same way. 
Profits, in aggregate, are just 
market returns. 

Commercial banks make loans 
and take insured deposits. This 
class of financial institution is lo-
sing share of household depo-
sits. For example, between 1989 
and 1998 transaction accounts 
and CDs dropped from 29.3% 
to 15.7%. Household asset grow-
th was in stocks (15% to 22.7%), 
mutual funds (5.3% to 12.5%), and 
retirement accounts (21.5% to 
27.5%). (See Exhibit 1.) 
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Insured commercial banks’ as-
sets have grown during the 
same period from $3.3 trillion to 
about $5.4 billion, although the 
share coming from core depo-
sits shrank from 53% to 47% from 
1996 to 2000. Banks are gradually 
changing their profile under the 
influence of disintermediation. 
Total real operating costs and 
number of employees are rou-
ghly stagnant. Because of ba-
lance sheet growth, therefore, 
efficiency ratios for banks over 
$100 million during that same 
nine-year period, dropped from 
65% to 58%. 

This description of financial evo-
lution is more realistic than the 
revolution and impending doom 
preached by many end-of-worl-
ders. Banking is mature and res-
tricted, although evolving, while 
financial services is growing in 
new areas engendered by tech-
nology. 

It is unlikely that technology will 
destroy the basic banking func-
tions of balance sheet risk in-
termediator and locus of final 
settlement for all payments. 
Protected, quasi-governmental 
institutions will always be nee-
ded here. Other company types 

would not want, and could not 
succeed, at penetration. Those 
who believe Microsoft (or Yahoo) 
wants to become a bank don’t 
understand what a bank is. Fai-
lure of banks to monopolize new 
business functions, such as bill 
payment or presentment, are 
predictable because the tech-
nology lends itself to different in-
dustry structures. But this is not a 
threat to the core, historic, ban-
king identity. 

There is nothing wrong with a fu-
ture where commercial banks, 
narrowly defined, play a dimi-
nished but still critical role, su-
rrounded by nonbanks. The rai-
lroad industry of 1910 offers a 
metaphor. Not viewing them-
selves as generalized transpor-
tation companies, railroads lost 
out to the new trucking firms 
who took much of the freight 
away. But society and industry 
didn’t care. Free flows of capital 
went into the new industry and 
the customers were taken care 
of. Even the railroad stockholders 
didn’t care. Mostly institutions, 
the soaring value of truck stocks 
offset the declining value of rail-
road stocks. 

The banking industry is similar. 
No one really loses as nonbanks 
gain share, except perhaps a few 
executives. The corporate enti-
ties are inanimate and bank em-
ployees have been transitioning 
smoothly for many years to non-
bank and high tech firms. Most 
bank ownership is institutional, 
which is, of course, fully invested 
in the other nonbank players that 
are gaining share. In fact, disin-
termediation has made the U.S. 
financial services industry’s ro-
bust mix of suppliers and com-
petition the envy of the world. 
Compare Japan’s gargantuan 
bank problems, straight-jacke-
ted with far less disintermedia-
tion and disaggregation. 

Disintermediation has a long 
history, going back to the Middle 
Ages. The recent history of disin-
termediation began in the early 
1960s, and was caused by the 
introduction of programmable 
computers and the initial auto-
mation of back-office accoun-
ting and processing functions. 
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In fact, all financial services di-
sintermediation can be traced 
to new waves of technology, 
each of which creates new ways 
for suppliers and users of funds 
to find themselves directly in the 
marketplace, thereby bypassing 
old models and functions. 

The Net’s impact

Today, we live in the midst of one 
of the greatest waves of tech-
nology yet. Many have foreseen 
the tremendous impact of the 
Internet on the channels banks 
use to deliver services. Internet 
technology truly is a better way 
to access information and will 
gradually become the channel 
of first choice for information 
transactions. 

Channels reach customers but 
are not the product itself. Chan-
nels constitute a very large, ex-
pensive infrastructure and the-
refore cannot, in total, change 
quickly. Moreover, they must 
mostly remain a commodity. The 
wave of the future is multichan-
nel for all and selective channel 
specialization for only the few. 
The window of opportunity for 

Internet-only banks to grab cus-
tomers may already be closing. 
Once all banks offer Internet ac-
cess, 95% of the customers will 1. 
stay where they are, or 2. prefer 
banks with local “brick ‘n’ click” 
access. 

Internet channels contain “por-
tals,” meaning Web mass-media 
sites that provide information or 
guidance to consumers. Portals 
have proven themselves to be 
more popular than the Web si-
tes of large financial institutions. 
They can be quickly assembled 
from data or tool feeds. Yahoo 
Finance uses several dozen 
sources such as briefing.com 
and Reuters. Bank/broker sites 
are destination sites for custo-
mer transactions and will not 
themselves develop into portals. 
Except for the large sites, they will 
generally remain functional win-
dows for customer service. 

It’s surprising how few finan-
cial institutions are in the top 
500 Web sites ranked by unique 
viewers. Among retail banks, only 
Citibank, Wells Fargo, and BankA-
merica make it consistently. 

Card issuers American Express, 
Discover, FirstUSA, NextCard, and 
Getsmart also make it. Ameritra-
de, Fidelity Investments, E*TRADE, 
and Schwab are always present, 
but there the list stops. Players 
like Chase and Merrill Lynch have 
never made it. Meanwhile, por-
tals like bankrate.com, Bloom-
berg, CNNfn, MSN MoneyCentral, 
Quicken.com, MarketWatch.com, 
Fool.com, and TheStreet.com are 
consistently popular. 

The portal role is analogous 
to other types of media. Inde-
pendent sources have always 
existed to provide advice and 
influence financial services se-
lection. Buying portal presence 
doesn’t differ conceptually from 
buying advertising space in a 

magazine and is subject to the 
same uncertainties and econo-
mies of scale. Although portals 
may become very important, 
they are not true disintermedia-
tion. They sit between the custo-
mer seeking a product or infor-
mation and the institution, but 
they do not bypass the institu-
tion. They do not, under existing 
business models, link the provi-
der and user of funds. 

The emergence of the  
“marketplace” 

A more interesting long-run stra-
tegic development is the “mar-
ketplace.” The fledgling busines-
ses within these marketplaces, 
many venture-backed, seek to 
further disintermediate various 
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financial services functions. They 
usually exist at the product or 
subsegment level. 

Recent TowerGroup research 
has identified about 170 marke-
tplaces in the capital markets 
industry alone, and this result 
could be extrapolated to about 
300 in the entire financial servi-
ces industry. Most lines of busi-
ness already have a marketpla-
ce. 

For example, TowerGroup ta-
bulated 56 marketplaces in 
equities and 98 in fixed income, 
which is interesting because the 
latter have never had exchanges 
before. Of the 170 total, 56 trade 
non-U.S. securities and 20 trade 
derivatives. There are seven ba-
sic models, including origination, 
auction, matching, multidealer, 
routing, crossing, and negotia-
tion (see Exhibit 2). Many other 
examples can be found throu-
ghout wholesale banking, such 
as in commercial loans, letters of 
credit, foreign exchange trading, 
small business, and commercial 
real estate. 

These marketplaces are using 
the Internet to connect the ul-
timate supplier and user of the 
funds by bypassing some or all 
of the existing channels or func-
tions. New transactions in type 
or number may be created by 
greater opportunity, reduced 
costs, greater information, or en-
hanced timeliness. Volumes of 
existing transactions may grow 
substantially. New relationships 
may be forged between the tens 
of thousands of trading and in-
vesting institutions. Spreads will 
continue to decrease, potentia-
lly increasing volatility. Transpa-
rency and efficiency of the price 
discovery process will continue 
growing. Aggregate liquidity will 
grow but be more fragmented. 
Existing intermediaries may be 
hurt. 

Marketplaces are not financial 
institutions. Yet, banks are clear-
ly involved as funders, partners, 
and suppliers of technology. 
Marketplace development is 
beneficially accelerated by not 
having these businesses within 
banks. For example, losses and 
the types of risks borne by star-
tups are intolerable to regula-
tors. Entrepreneurs would rebel 

against big institution compensation systems. Speed would be redu-
ced by bureaucracy. Pioneer firms that succeed may well be bought 
in years to come by financial holding companies anyway. 

Disintermediation moves systematically from large to small fund 
flows. The question therefore arises: when, if ever, will disintermedia-
tion hit the retail banking market? Will individual consumers be able to 
buy and sell funds for their own use over the Internet anytime soon? 
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We can see a partial progres-
sion in this direction with today’s 
private equity marketplaces, 
like OffRoad Capital, which are 
essentially disintermediating 
part of the retirement market. 
Appealing to America’s growing 
group of accredited investors 
(e.g., about 5 million), 250,000 
angel investors don’t need ven-
ture funds anymore. By soliciting 
deals and ideas, scrubbing them 
somewhat, and auctioning off to 
the (accredited) public, costs 
are cut. The work of high-paid 
venture capitalists, money ma-
nagers, and investment consul-
tants is reduced. 

But to truly progress, disinterme-
diation must hit the lower-value 
transfers. Why not a marketplace 
like eBay, focused on fund flows, 
which eBay, worth noting, does 
not handle? For example, a con-
sumer searching for a mortgage 
could borrow directly from one 
or more individuals with avai-
lable funds. The existing, highly 
disaggregated mortgage busi-
ness system has about 200 basis 
points throughout its length from 

originator through securitization 
to institutional purchaser of a 
collateralized mortgage obliga-
tion. Roughly 60% of this could be 
eliminated. 

The necessary data is availa-
ble. Credit bureau reports, hou-
sehold financial statements, tax 
returns, collateral valuations, 
insurance status, employment 
status, and even resumes are in-
creasingly electronic and easily 
posted to a website. With suita-
ble security provisions, there is 
no technical reason a marke-
tplace in consumer fund flows 
couldn’t be created. Most funds 
suppliers would not want to con-
duct credit analysis of this data, 
so the marketplace could grade 
or rate this household debt the 
way other bonds are rated. 

Liquidity is essential for consu-
mers. My neighbor may be a 
good credit risk, but I don’t want 
to tie up my money for 30 years. 
Thus, a secondary market and 
active trading would be an es-
sential component. Again, there 

is no technical reason preven-
ting this. 

Consumers can’t really take 
much credit risk, but insuran-
ce could be used to get around 
that. Standard mortgage insu-
rance covers 80% of principal 
and could be added to transac-
tions as the buyer desires. 

Yet, regulatory barriers exist. For 
a fund user to offer a security 
to the public requires an S-1, a 
pre-effective registration state-
ment a company files before it 
goes public. Filing an S-1 is costly. 
No S-1 has ever been issued for 
personal purposes, as opposed 
to corporate. However, loans are 
not supposed to be securities, 

and generally they are not when 
made to consumers. Existing 
privately placed loans between 
friends or relatives are also ex-
cluded from regulatory scrutiny. 
One solution to this dilemma mi-
ght be to restrict fund providers 
to accredited investors only. 

Handling low value flows through 
a bank balance sheet incurs a 
cost strictly for reserves and ca-
pital equal to approximately 130-
140 basis points. Much of disin-
termediation has been driven by 
this fundamental point. Bypas-
sing the bank saves these costs, 
although it also shifts risk to the 
ultimate supplier. The growth of 
both mutual funds and the capi-

Disintermediation meets the consumer
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tal markets in general show how successfully America has accepted 
this greater risk (see Exhibit 3). 

The bank structure makes less and less sense as data availabili-
ty becomes easier and as the Internet, in particular, allows millions 
to automatically express financial preferences and opportunities in 
nanosecond time. In essence, household bonds could break a bank 
balance sheet into tiny matched pieces of assets and liabilities. The 
balance sheet would be transformed from a static thing into a dyna-
mic marketplace. 

One large advantage of this approach would be a vast increase in the 
ability of funds flows to meet highly specialized or negotiable needs. 
Today, consumer deposit and debt products are only rudimentarily 
granulated. We are too close to “one size fits all.” Does a recent high 
income immigrant have trouble getting a mortgage because of lack 
of credit bureau history? On the Web, someone who likes the story 
can buy it. Risk should increase when the breadwinner gets fired, but 
it doesn’t under today’s system. 

Disintermediation caused by the Internet is the most interesting story 
in financial services today. It’s an inescapable trend driven by ba-
sic economics. Yet is only the latest example of a long trend of te-
chnology driven change. Although a few players will fail to cope, the 
industry and the public will benefit. Many winners will emerge, espe-
cially from the best of breed of the venture-backed operations and 
their big institution partners. We can’t predict how far disintermedia-
tion will go, but it could be much farther than anything seen before. 
One thing’s for sure, future developments will require nimble feet and 
forward-thinking analysis. BJ 


