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Introduction

Introduction

This book is about the U.S. payments system and the role that the
industrialization of trust played in its evolution and success. It is based
upon the authors’ collective 80 years of experience in the payments
industry, an industry that is a critical part of the U. S. economy. Strangely,
most people have never even heard the term “payments system,” few can
explain it, and even fewer appreciate its importance. In fact, as witnessed
during large-scale disasters and emergencies, the U.S. payments system is
a critical piece of this nation’s infrastructure. Its reliability and resilience
are fundamental to rapid recovery from natural disasters, direct attacks
on the system, and internal disruptions. In many respects, the payments
system is the engine of commerce for our society and a critical pipeline of
the economy.

In its simplest form, a payment is a symbolic, trusted exchange of value
between two parties that has evolved in fascinating ways over hundreds of
years into the rich array of alternatives we experience today, alternatives
that appear simple on their face but are far more complex in both strategic
importance and operational detail.

The fact of the matter, however, is that most of us make and receive
payments on a daily basis, ranging from using a credit card to pay for dinner
at a restaurant, to sending money to someone via one of our mobile devices,
to occasionally writing a check, to automatically receiving our wages directly
deposited to our bank accounts. How any of these payments that we receive
or make actually transpire seems to be mostly unknown to the typical person.
Even though payments are so omnipresent in our lives, and every day over
400 million non-cash retail payments are made in the United States', many
people don’t fully understand how the payment system works.

! The Federal Reserve 2019 Payments Study, www.federalreserve.gov/paymentsystems
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Even among payments specialists at banks and payment processers, as
well as those at new or fintech (short for financial technology) payments
companies, one often finds that although the staff as a whole has a certain
depth of knowledge, the knowledge of each specialist is mostly focused on
the one or two payment types that she or he works with every day.

Learning how the concept of paying for something has evolved over
time and how multiple payments systems we have today function can
help companies and organizations, as well as individual consumers, make
better decisions when selecting which payment instruments and systems to
use in different circumstances. It can also help individuals and businesses
reduce the cost of payments and better understand how to protect against
fraudulent payments in today’s payments systems.

For consumers, payment system choices often raise such questions as:

¢ Is there an app for my phone that allows me to make payments casily?

¢ Is a mobile payment complete when it arrives at the receiver’s mobile
phone?

* Who is responsible if a payment turns out to be fraudulent?
* Why do people keep writing checks?
* Can someone hack my payments data?
* What is this cybercurrency thing all about?
Tor businesses and other organizations, there often are questions, too:
* Which type of payment would cost the least in a particular payment
situation?
* How long should a payment of a particular type take to clear?
* Howwell do different types of paymentsystems functioninternationally?

* Are there savings or efficiencies to be realized by using one or two
payment systems for the majority of payments?

* Can a hacker get into my payment computer files?

* How can I make it easier for my customers to pay me?
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Other questions that should get asked more frequently (but probably don’t)
reflect how opaque the payment system can seem to many:

* How does my paycheck end up in my bank account twice a month with
all the taxes, 401(k) or other retirement contributions, union dues and
medical insurance premiums deducted and sent to the right places?

* What is the most secure way to make a payment?

* When I wave my mobile phone at a payment terminal in a store, what
data gets sent from my mobile device to the store’s terminal device?
How is it kept secure?

e If I make a payment in a foreign country, how is the currency
conversion calculated?

* When I deposit a check at my bank, why is it sent back to the bank of
the party making the payment?

* What lies behind the worldwide movement to faster payments systems?
* How does a Letter of Credit payment work?
* What government agencies regulate payments?

In this book we will look into these and many other facets of the payments
system. As we will see, all of them are related to something central to
payments: trust. Without trust in the payments system none of the
mechanics would matter, simply because no one would accept a payment
from a stranger (after all, each of us is effectively a stranger almost every
time we buy something at a store, and especially online.) Without the trust
in the payments systems we use every day, some, if not most, people and
businesses might hesitate to accept a particularly large payment, even from
someone they knew.

Yet, most of us do automatically accept any payment sent to us regularly,
usually without givingita moment’s thought. And we expect others to readily
accept the payments we make to them. In so doing, we are demonstrating
our inherent trust in the payments system. The evolution of trust as a
factor in payments systems is what we will be looking at first as we survey
the history of payments. What role did trust play in the replacement of
barter by payments? How is trust maintained in today’s payment systems?
And what would happen if people lost trust in the payments system?
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Not surprisingly, it took a long time, over 5,000 years?, for trust in payments
instruments to develop. But over time, the capability of payment systems
to facilitate trust between payers and payees was an essential factor in
creating the complex worldwide economy we live in today. As payments
have evolved from shells to mobile phones and blockchain payments, the
evolution of payments has brought about the globalization of trust, and
with it the global economy we live in today.

It 1s interesting to note that this trust does not necessarily flow from a rigid
regimen of government oversight. In fact, unlike other critical national
infrastructure components in our country (such as transportation, defense,
commerce, housing, health, etc.), there is no single government agency
charged with responsibility for the payments system as a whole, though
there are some agencies that do govern certain aspects of the system, such as
consumer protection. Instead, the U.S. payments system is a unique public/
private partnership that is far different in its composition and governance
than the payment systems of most other countries around the globe.

This blend of private sector entrepreneurism and relatively light-handed
government oversight has produced a payments system that is ubiquitous,
characterized by a wide range of user choices, and which operates with
acceptable levels of risk. Itis a $500 billion dollar industry”, larger than the
airline industry and only modestly smaller than utilities and agriculture.

To best understand today’s payments system, it is helpful to explore its
historical origins, which we will do in Chapters 1 and 2. But, before
jumping into the history of payments instruments and payment systems,
it will be helpful to explore the ways that wealth can be held, the ways
that payments can be made, and why the two often co-habit in any given
payments instrument. Are nuggets of gold (or $100 hills, or cowry shells,
for that matter) a means of storing wealth or a means of making payments?
While the obvious (and correct) answer would be that each is both, the
fact that some objects like coins are usually seen as payment instruments
and others like ingots of gold are seen primarily as ways of storing wealth
can sometimes complicate a discussion of either payments or assets. Most

? Jonathan Kenoyer, PhD University of California Berkeley, Professor of Anthropology, University of
Wisconsin

* Global Payments 2018: A Dynamic Industry Continues to Break New Ground, Global Banking 2018,
McKinsey&Company
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people would probably categorize a debit card as a payments instrument
and a 520,000 bond as a wealth storage instrument. But a debit card that
1s attached to a $20,000 account balance represents $20,000 of wealth.
And a $20,000 bearer bond can be signed over to a willing seller of a car
as a payment.

The same is true of all of the payments instruments we will be discussing
in this book. It is precisely because almost any instrument of wealth storage
can be used to make a payment, and almost any payment instrument can
be a way of storing wealth, that we say that each instrument fulfills both
functions. Often economists try to keep this point clear by referring to
wealth as the potential to make a payment and to a payment as a transfer of wealth
wmn return for something else. The same was true of cowry shells millennia in the
past before we had economists. If you had more shells than I did, you were
wealthier. When you wanted to buy some fish from me, you could make
a payment to me by giving me some of your wealth in shells when I gave
you the fish.

As aresult, while we will be looking specifically at payments, it will be helpful
to keep in mind that the act of making a payment is an act of transferring
wealth. We could even say that they are “two sides of the same coin.”

In the chapters ahead, we will:
1. Unravel the history and evolution of the payment systems as it exists

today

2. Explain the complex payments processes and the key characteristics
of payments

3. Discuss the vital role and nature of technology in payments

4. Reflect on the critical importance of standards in providing certainty
and ubiquity

5. Survey the legal and regulatory environment surrounding payments
6. Reveal the risks inherent in payments, and
7. Discuss the forces of change that will shape the future of payments.

It is our hope that this final point of focus will help readers to be able to
separate the signal of significant changes from the noise of new innovations

THE STORY OF PAYMENTS 5



Introduction

that will come, and many of which will go just as rapidly. Being able to do
so has become not just a new discipline to master in a rapidly changing
payment world, but for many a business or career survival skill to master.
Our sense 1s that what is essential about payments systems, each of what
was a new innovation at the time it was introduced, hasn’t really changed
much over the long run. But, knowing how to determine if a new payment
mnovation will be trusted by those who are asked to use it may be the best
guide to predicting its longevity.

Ultimately, the authors’ goal is that a public well-educated in payments and
payments systems can make better choices about using the system, become
a more effective participant in guiding its evolution, and help sponsor
innovation that leads to a more efficient and secure payments system. To
get started, let’s see how the whole idea of people making payments to
each other got started in the first place.
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