VOLUME FIFTEEN, NUMBER TEN + DIGITAL TRANSACTIONS.NET « OCTOBER 2018

o '.I,'
Processorsdnd ||\

acquirersiare chasiry
. _integrated payments “Ak.
while also serving ||| i
traditional, terminal- 5% =«
based merchants. \4
Can they keep their balance? L3 )

-

ALSO IN THIS ISSUE

+ A Good Year for Gateways

+ What Price Tokenization?

+ Do the Pays Have a Pulse?

+ How To Pick out the Next Big Thing




hello future.

Tomorrow’s payment possibilities today.

TSYS® has harnessed the power of payments so you can help businesses achieve their
full potential in today's ever-changing world. Through continuous innovation and our
comprehensive suite of solutions, the possibilities are endless.

UNIFIED COMMERCE - INTEGRATED POS - PAYMENTS - PREPAID CARDS

T BYS ® Call 866.969.3350

©2018 Total System Services, Inc. TSYS®is a federally registered service mark of Total System Services, Inc.® All rights reserved. TS8040



Best-in-Class POS Solutions
For Every Industry

HARBORTOUCH HARBORTOUCH HARBORTOUCH
CHECKOUT BAR & RESTAURANT SALON & SPA
A powerful and easy-to-use retail Harbortouch has taken its nearly 10 Harbortouch Salon & Spa delivers an
offering that hits the sweet spot for years of experience in POS to custom ideal solution to a vastly underserved
the vast majority of retail businesses. develop a brand-new bar and restaurant market, with industry-specific features
It delivers all the features retailers software, featuring EMV with tip adjust, like appointment setting, walk-in
need in an intuitive and user-friendly online ordering, online reservations management, multi-station
software package. and tableside ordering. support and email/text reminders.

Harbortouch has pioneered POS within the payments industry, and we now offer best-in-class
POS solutions for virtually every industry as part of the original Free POS Program’.

Plus, we offer:
© $25,000 signing bonus .
e 12X terminal bonuses w/ $400 upfront S And NOM{ Offering
e Residual splits up to 75% b Cash Discount!

e Lucrative product bonuses

Learn more about Harbortouch POS at www.isoprogram.com 0

Brian Fitzgerald, National Sales Manager Central - 800-201-0461 x 1257 or bfitzgerald@harbortouch.com
Rich Lopez, National Sales Manager East - 800-201-0461 x 1205 or rlopez@harbortouch.com

A S HARBORTOUCH:
Max Sinovoi, National Sales Manager West - 800-201-0461 x 1219 or msinovoi@harbortouch.com

ASHIFT4 COMPANY

*All free equipment programs require a Merchant Transaction Processing Agreement. Additionally, the free POS program requires Harbortouch POS System Service Agreement. © 2018 Shift4 Payments, LLC. All rights reserved.
See Processing Agreement and Service Agreement terms and conditions for complete details. $3423.07172018



D I GI TALTRANSATCTI ON S .

I._ : ,J'II = | _—
TRANSACTIONS

TENUSEITERE PO G ange of Value

The incessa?at -

quest for befter profit
margins, lower attrition,
and more transaction
volume is driving these
companies, and investors,
to what has turned into

a lucrative market for
Integrated payments.
PAGE 30

CONTENTS

October 2018 = Volume 15, Number 10

30 The Tightrope Walk

Processors and acquirers are chasing integrated payments while also serving tradi-
tional, terminal-based merchants. So far, they're keeping their balance nicely.

4 The Gimlet Eye

You Just Can’t Please Everyone

6 Trends & Tactics

Gateways Cut Transaction Times Mobile Devices Move to the
While Boosting Up-Times Front Lines of Fraud Attacks

In fact, the operators have cut the Smart phones are accounting for more
average transaction time in half in transactions—and hence, for more
only a year, according to data from fraud. Here are the latest numbers
The Strawhecker Group. from ThreatMetrix's quarterly report.
As Volume Grows, Surcharging And

NACHA Smooths Out the Cash-Discount Programs
Same-Day ACH Road Continue To Attract ISOs
Quadrupling the cap for same- They're old ideas, but they're

day transactions is just one attracting renewed interest at
enhancement on the agenda. the latest acquiring trade shows.
Processors Continue To Add American Express

and Subtract Business Units Heads to the Lab

In merchant acquiring, it's not How the Centurion is getting
always all about consolidation. set for the post-plastic world.

Plus, Security Notes explains why total anonymity is a bad idea
when it comes to digital money.

16 Acquiring
Token Economics

The major payments networks have been in the tokenization business for four years.
With digital payments set to explode, how long can they keep giving away the store?

22 M-Commerce
Signs of Life at the Pays
Not so long ago, mobile-payments enthusiasts were asking what ailed Apple Pay,
Google Pay, and Samsung Pay. Now the Pays finally seem to be getting some
traction, though their transaction market share is still minuscule.

38 Networks
When Collaboration Makes Sense—And When It Doesn’t
Through the years, the network game hasn't changed. Payment systems need volume,
and that means interoperability with other networks. The key is to be smart about it.

41 Strategies
How to Tell Which Next-Great-Thing Will Be the Next Great Thing
Separating probable success from probable failure, in four handy rules.

46 Endpoint
The Far-Reaching Impact of Same-Day ACH, One Year After Launch
Competition from faster payments pushed the automated clearing house to introduce
same-day processing, but now the ACH may well turn the tables, says Sarah Grotta.
Cover illustration: Jason Smith, Fotolia.com

Digital Transactions (USPS 024-247) is published monthly by Boland Hill Media LLC, 800 Roosevelt Road,
Building B, Suite 212, Glen Ellyn, IL, 60137. Periodicals Postage Paid at Glen Ellyn, IL, and at additional mailing
offices. POSTMASTER: Send address changes to Digital Transactions, P.O. Box 493, Northbrook, IL 60065-3553.



GQwickPLY

Wherever you go.
An affordable, easy way to a6€ept
credit and debit.cards on your
phone or tablet. |

The way to pay

Your business can use QwickPAY
for payments, pay-at-the-table,
pay-on-the-go, countertop and

everywhere in between.

EMV chip card and magstripe.
Securely accept a variety of payments
with this powerful combination.
Contact MagTek to see how you can

get started today!

D3% 5b78 9le3

Versatility

Mobile and countertop devices
that transform your customer’s
payment experience without
sacrificing security.

FIND OUT

MORE )

THE SAFEST WAY

Start today

All'you need is a Merchant
Account, the QwickPAY app,
and a secure card reader to get
started taking payments.

il

\{ 562.546.6467
= sales@magtek.com
A Www.magtek.com

MagTek, Inc., 1710 Apollo Court, Seal Beach, CA 90740




You Just Can't
Please Everyone

e were just wrapping up this issue when word came of the proposed

$6.24 billion monetary settlement of the big federal antitrust case that

has, for more than a decade, pitted merchants against card networks
and major banks. The deal, however, only settles the money question—how much
merchants will get as a cash settlement. It doesn’t touch on the other aspect of the
case—the network rules by which, merchants say, they are made to pay above-
market rates to accept network-branded card transactions.

Barring another settlement, that latter question will no doubt keep lawyers on
both sides of the issue busy for years to come in what has been without question the
most contentious issue the electronic-payments industry has had to grapple with.

But an interesting twist emerged in the immediate aftermath of the monetary
settlement in the case, known as MDL 1720. As senior editor Jim Daly reported
in a story in our email news service, Digital Transactions News, this latest agree-
ment exposes, not for the first time, the diverging interests of the big merchants
and those of the smaller ones. “[IJndependent businesses, which in 2005 filed the
original class action in the consolidated litigation now known as MDL 1720, are
more likely to endorse the pending settlement than big ones,” Jim reported.

Indeed, while retail trade associations dismissed the settlement as a relative pit-
tance against the sums the banks, Visa Inc., and Mastercard Inc. have reaped on
card transactions, small sellers seemed pleased. Mitch Goldstone, president and
chief executive of ScanMyPhotos.com, lauded this latest settlement as “extremely
gratifying.” We know Mitch. We have spoken to him a number of times over
the years. He’s no slouch in his criticism of network interchange rates. Indeed,
ScanMyPhotos.com is the lead named plaintiff in the main MDL 1720 class
action, which names Visa, Mastercard, and a dozen banks as defendants.

This case has had a tortured history, originating in 2005 with individual suits
filed by merchants against the networks and the nation’s largest banks. An epic
$7.25 billion settlement was finally reached in 2012, only to be tossed out in 2016
by a federal appeals court. In the meantime, opt-outs by large merchants had reduced
the settlement amount to $5.7 billion. Now this latest deal is before Judge Margo K.
Brodie of the U.S. District Court in Brooklyn, N.Y., awaiting her blessing.

In a bitterly contested case like this, her decision won’t please everyone.
What’s more interesting is that her ruling is likely to meet with a mixed reception
even among merchants, some of whom, at least, are apparently willing to call it a
victory and take the cash.

John Stewart, Editor | john@digitaltransactions.net
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Gateways Cut Transaction Times While Boosting Up-Times

Speed is of the essence in e-commerce,
which is why a recent report is welcome
news for gateway providers.

Omaha, Neb.-based research and
consulting firm The Strawhecker Group
says U.S. gateway operators have cut
the average transaction time in half,
to 1.6 seconds from 3.2 seconds only
a year ago. Derived from the firm’s
Gateway Enterprise Metrics platform
that debuted in 2017, the results also
show that the 12 participating gateways
had an average uptime of 99.997% in
August. That means GEM gateways
had an authorization-fail rate of 27
basis points (0.27%) of total transac-
tions processed.

The measurement service uses
anonymous transaction data to calcu-
late the gateways’ performance.

“What GEM does is it shows you
the merchant experience with the gate-
way, which is not always the same
as internal monitoring would show,”
says John Kirkpatrick, senior associ-
ate at Strawhecker. “That is important
because if a transaction never gets to a
gateway they have nothing to monitor.”

Gateways are taking on increas-
ing importance in payments because
of the growth in online transactions
as e-commerce sales build and more
payments companies target integrated
payments. A typical gateway transac-
tion starts at the merchant account,
moves to the gateway, and from there
goes to the merchant acquirer, proces-
sor, network, and card issuer, in that
order, before returning down the line
following the authorization decision.

The |mportance of the gateway is = |
increasing in the payment mfrastructure
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“The importance of the gateway is
increasing in the payment infrastruc-
ture,” Kirkpatrick tells Digital Trans-
actions. “They’re becoming more
critical with each generational change
in the payments industry.”

A tool like GEM helps gateways
measure their performance against
others. Results, for example, might
indicate a gateway’s boarding is on
par with its competitors, but it has
a performance issue. GEM can help
gateway operators fine tune their sys-
tems, Kirkpatrick says.

Critically, the service also exam-
ines authorization failures. For exam-
ple, an extrapolation from Strawheck-
er’s data indicates there were 15
million credit and debit transactions
that failed in August because of

(Photo: The Strawhecker Group)
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reasons not related to the cardholder

account. A technology hiccup some-
where in the process could have dis-
rupted the transaction. These failed
transactions equate to $1.2 billion in
lost sales. Strawhecker forecasts there
will be more than 80 million failed
credit and debit transactions in 2018
because of technology glitches.

A hiccup might be a timeout in the
transaction, if, possibly, the gateway’s

database is locked, Kirkpatrick says.
Strawhecker uses actual debit cards
loaded with funds to measure gateway
performance.

Participating gateways can see
comparative data from other par-
ticipants, but identifiable informa-
tion is not shared, says Al Nova-
cek, GEM operations manager. For
example, Strawhecker can measure
the merchant-onboarding process in

seven areas, Novacek says. “We’re
doing it without any involvement
from the gateway,” he says.

While some retailers have asked
to view the GEM reports, Strawhecker
will not disclose which gateways par-
ticipate. Instead, it intends awards—
for best performance, for example—it
doles out to provide some insight for
merchants, Novacek says.

—Kevin Woodward

As Volume Grows, NACHA Smooths Out the Same-Day ACH Road

With same-day automated clearing
house transaction volumes building,
the governing body of the big network
that links virtually all U.S. financial
institutions last month announced a
trio of enhancements.

The changes are aimed at, among
other things, raising the dollar limit
on same-day transfers and making
credit funds available faster during
the processing day. The new features
will take effect at different times,
Herndon, Va.-based NACHA says.

One of the most important
changes is a quadrupling of the dol-
lar limit. Effective March 20, 2020,

8 . digitaltransactions  October 2018

the limit on same-day transactions
will jump from $25,000 to $100,000.
This change will be especially impor-
tant to institutions looking to handle
more business-to-business payments,
many of which were ruled out by the
existing cap.

“We’ve been hearing from end-
users,” says Jane Larimer, NACHA’s
chief operating officer. “It’s the first
thing they bring up. Twenty-five thou-
sand dollars is too low for them.”

Another change gives institutions
more time during the day to submit
ACH transactions by extending the
deadline by two hours to 4:45 p.m.

There was a
need to make
funds available
[sooner]. That's
a big benefit!

CHIEF OPERATING
OFFICER, NACHA

(Photo: NACHA)

Eastern Time. This move, which adds
a third processing window, will be
effective Sept. 18, 2020, and will be
supported by the two ACH network
operators, not only NACHA itself but
also The Clearing House, a New York
City-based processor owned by many
of the nation’s largest banks.

“The Mountain [time zone] and
the West Coast are really excited
about [this change],” says Larimer.
“It’s something we’ve been hearing
about. As we move West, there was
a need to add a third window later
in the day.”

And in yet another change,
NACHA says it will speed up same-
day funds availability by mandating
that funds for certain same-day and
next-day credit transactions be avail-
able by 1:30 p.m., fully three-and-one-
half hours sooner than under the exist-
ing rules. This move takes effect on
Sept. 20, 2019, before the other two.

“There was a need to make funds
available [sooner],” says Larimer.
“That’s a big benefit.”

Larimer says it’s too soon to con-
template any further enhancements to
same-day ACH, which the 44-year-
old ACH network introduced for cred-
its two years ago and for debits in
September of last year. “Right now



we’ll be focused on getting these
[enhancements] into production,”
she says.

Still, one possible candidate for
a future change, Larimer says, has to
do with processing for holidays and

weekends. “It’s early days,” she adds.

Processors Continue To Add and Subtract Business Units

Big merchant acquirers continue to
get bigger, but sometimes proces-
sors also decide it’s time to lop off
old, slow-growth businesses, as recent
payments-industry deals attest.

Merchant acquirer Elavon Inc.
has acquired Electronic Transactions
Systems Corp., an independent sales
organization and business-software
provider, Elavon parent company
U.S. Bancorp announced Sept. 4. That
same day, payment processor Fidel-
ity National Information Services Inc.
(FIS) disclosed that it sold the assets
of its Certegy Check Services unit to
a private-equity firm.

U.S. Bancorp is one of two spon-
sor banks for ETS, the other being
Merrick Bank, according to ETS’s
Web site. Ashburn, Va.-based ETS
brings to Elavon an undisclosed num-
ber of merchants for which it provides
payment processing, bill payments,
gift cards, e-commerce services,
mobile transit and parking payments,
and other services. The acquisition
will enhance Elavon’s e-commerce
offerings, enable the processor to inte-
grate payment processing into ETS’s
software, and give merchants a way to
easily access Elavon’s services, Min-
neapolis-based U.S. Bancorp said.

“ETS has an innovative approach
to merchant payments that fits well
within Elavon’s strategy to provide
businesses the ability to safely and
quickly integrate into our system,”

“Right now, our job is to get these
[new changes] implemented as seam-
lessly as possible.”

The latest data from NACHA
indicates there were almost 41 million
same-day transactions in the quarter
ended June 30, a 244% jump over

'ETS has an innovat

approach to merchant

payments that
fits well within

Elavon's strategy.

—JAMIE WALKER,
CHIEF EXECUTIVE, ELAVON

Jamie Walker, chief executive of

Atlanta-based Elavon, said in a news
release. “ETS is a successful, dynamic
company, and we look forward to
growing our business together.”

The deal also expands the interna-
tional reach of Elavon, which already
operates in parts of Europe. ETS says
it serves merchants in 23 countries in
North America and Europe.

“We are thrilled to join with Ela-
von and become part of U.S. Bank,”
Ed Vaughan, CEO of ETS, said in the
release. “We have worked with U.S.
Bank for the 20 years that we’ve been
growing our company.”

Financial terms of the deal were
not disclosed.

In a divestiture, meanwhile, FIS
said in a brief announcement that
it “has sold substantially all of the
assets” of Certegy Check Services
to an affiliate of Los Angeles-based

the same period in 2017. Before the
introduction of same-day processing,
which is part of a faster-payment
trend in the U.S. and world markets,
ACH transactions typically settled

the next day.

—John Stewart

Variant Equity Advisors LLC. The
company, which provides check-
authorization and cashing services,
formerly was part of the check and
payment-processing unit of credit-
reporting agency Equifax Inc., which
spun Certegy off as a public company
in 2001. In 2005, the parent company
of FIS at the time acquired Certegy.

“The divestiture is consistent
with FIS’ strategic focus on provid-
ing software-based solutions to its
financial-institution, corporate, and
other clients,” Jacksonville, Fla.-based
FIS said in its announcement, which
did not list terms. The deal closed
Aug. 31.

Another portfolio company of
Variant is Curb Mobility, which offers
a mobile-payment platform and related
services for taxis and other for-hire
transportation providers.

—Jim Daly
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RENDS & TACTICS

Mobile Devices Move to the Front Lines of Fraud Attacks

The suspicion among risk-control

executives at payments firms that
mobile devices are playing an increas-
ing role in fraud now have confirma-
tion. Fraud attacks via mobile devices
worldwide soared to 151 million in
2018’s first half, up 24% from the
same period in 2017.

In the United States alone, the
increase was much worse, fully 44%,
according to the Q2 Cybercrime
Report released Sept. 12 by San Jose,
Calif.-based ThreatMetrix, a unit of
LexisNexis Risk Solutions.

What’s more, bot attacks prolifer-
ated in the year’s first half, accord-
ing to the report, which analyzes data
from the company’s Digital Identity
Network. These are bits of code that
swarm the Internet looking for real
customer accounts they can log into
with the aid of pilfered credentials.

Large retailers are a favorite
target, according to the report. Bot
attacks totaled 2.6 billion in the first
half of the year, with the number
jumping 60% in the second quarter
from 1 billion in the first.

Here, too, the mobile channel plays
arole. Of 1.6 billion bot attacks detected
by the network in the second quarter, 70

Attack Rate by Transaction Type (second Quarter, 2018)

Payments I

Account Logins s

4.7%
2.6%

Account Creations I 11.4%

Overall m———

3.2%

Note: Attack rate is percentage of transactions identified as high-risk and classified as attacks.

Attacks totaled 151 million in the second quarter.

million came from mobile devices, the
report says. Some 170 million originated
from mobile devices in the first half.
The rising prominence of mobile
is such that smart phones and tablets
now account for 58% of all traffic
monitored by the network. “Traffic”
in this sense includes logins, account
creations, and payments. Mobile tech-
nology has also become a key means
by which sites identify users.
“Mobile is quickly becoming
the predominant way people access
online goods and services, and as a
result organizations need to antici-
pate that the barrage of mobile attacks

B

will only increase,” warned Alisdair
Faulkner, chief identity officer at Lex-
isNexis Risk Solutions, in a statement.

Despite the jump in mobile-fraud
attacks, desktop commerce still gener-
ates two-thirds of all detected attacks,

the report says.

Source: ThreatMetrix

“The good news is that as mobile
usage continues to increase, so too does
overall customer recognition rates, as
mobile apps offer a wealth of tech-
niques to authenticate returning cus-
tomers with a very high degree of accu-
racy,” Faulkner said. “The key point of
vulnerability, however, is at the app reg-
istration and account-creation stage.”

Heightened concerns about mobile
fraud led last month to a new standard
governing mobile commerce from the
Accredited Standards Committee X9,
an Annapolis, Md.-based non-profit that
specializes in technical standards for the
financial industry. The standard applies
to device manufacturers, app develop-
ers, and financial-services providers.

All told, ThreatMetrix’s network
examined 8.3 billion transactions in the
second quarter, stopping 151 million
attacks, the company says.

—John Stewart

MONTHLY MERCHANT METRIC

Total Gross Processing Revenue, in Percent

Sum of total discount, total transaction fee revenue, and total other fee revenue divided by total volume

2.152%
2.105%

Q12017 Q22017

Source: The Strawhecker Group © Copyright 2018. The Strawhecker Group. All Rights Reserved. All information as available.
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2.145%

Q3 2017

Note: This is sourced from The Strawhecker Group’s
merchant data warehouse of over 3 million merchants
in the U.S. market. The ability to understand this data
is important as small and medium-size businesses

(SMBs) and the payments providers that serve them
are key drivers of the economy.
All data are for SMB merchants defined as merchants

with less than $5 million in annual card volume.

Q4 2017 QI 2018
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Surcharging And Cash-Discount Programs Continue To Attract ISOs

They’re not the newest kids on the
pricing block, but surcharges and
discounts for cash continue to gener-
ate interest among independent sales
organizations even though only a
small minority of merchants actu-
ally implement them. The likely rea-
sons are falling legal barriers and a
growing recognition of the potential
profits.

Repeated sessions about the topic
were packed Sept. 13 at the Western
States Acquirers Association annual
conference in Scottsdale, Ariz. The
presenter was Ryan Sills, director of
risk and compliance at Pivotal Pay-
ments, a Plano, Texas-based ISO that
has a surcharging program.

“We are seeing a lot of mer-
chants, and a lot of ISOs selling the
program,” Sills said. “There’s defi-
nitely been more recent pushes on the
merchant side [who feel] like they’re
always being trapped with fees, and
how they can combat that.”

Presentations about surcharging
and cash discounts have drawn strong
attendance at other ISO trade shows
this year, including the Southeast
Acquirers Association’s March con-
ference in Orlando, Fla.

A surcharge, or cash-discount pro-
gram, can not only reduce a mer-
chant’s expenses, giving the merchant
areason to at least consider it, but also
pad the profit margins of the ISO that
sells it to the merchant, according to
Sills. Plus, only seven states now have
surcharge bans, down from 10 about a
year ago. The reduction is a result of
court actions in recent months in New
York, Florida, and California, he said.

Surcharges typically are assessed
as a percentage of the sale and can
only be applied to credit card trans-
actions, not debit purchases. They’re

'If you're going to surcharge you're not allowed to
pick and choose by card brand or by card issuer.’

capped at the merchant’s discount
rate, with a maximum of 4% of the
pre sales-tax amount. Surcharging can
be done with online purchases as well
as in-store sales, but merchants have
to apply the surcharge to all their all
credit card transactions. “If you’re
going to surcharge you’re not allowed
to pick and choose by card brand or
by card issuer,” Sills said.

Discounts for cash are permis-
sible in all 50 states, and they can be
offered with debit cards.

With either a surcharge or dis-
count for cash, ISOs and merchants
have to be careful with implementa-
tion so as not to run afoul of network
rules. The rules require prominent
disclosure and clear wording to dis-
tinguish a surcharge from a cash dis-
count. If the price goes up at check-
out, “the card brands will view that
as a surcharge,” despite what the mer-
chant calls it, Sills said.

Merchants sometimes have con-
fusing signage regarding surcharges
and discounts, and Sills noted that
enforcement of applicable rules has
been uneven. “You’re going to get
some merchants who just get away
with it, you’re going to get some ISOs
who get away with it,” he said. But if
a notice of violation comes down to
an ISO through a card network and
the ISO’s sponsor bank, the offending
merchant will have to sign an attesta-
tion that it will comply with the rules
within 30 days “or you risk losing the
merchant account,” he said.

So-called convenience fees are
separate under the network rules from
surcharges and discounts for cash,
according to Sills. Such fees typically
apply to certain merchant categories,
such as utilities and government, and
usually involve flat fees no matter the
purchase amount.

—Jim Daly

American Express Heads to the Lab

The post-plastic world is coming, and
it’s spurred American Express Co. to
head to the lab to test new payment
forms and new ways to attract card-
holders and merchants.

AmEx formed its Digital Labs
unit less than a year ago, and it has
plenty to do as it evaluates digital
payments, digital ways of engaging
with cardholders and merchants, and
research and development, according
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to Patrick Dostal, vice president of
product development in the unit.
Dostal headlined a session dubbed
“Payments—Not on Plastic” at Sep-
tember’s Western States Acquirers
Association annual conference in
Scottsdale, Ariz.

Experiments in the Digital Labs
involve wearables (the company at
the recent US Open Tennis Cham-
pionships unveiled its Amex Band,



a wristband enabled for contactless
payments), the Internet of Things,
augmented reality, and other concepts
on the frontiers of payments and loy-
alty programs.

“We’re very keen on experiences
for our cardholders, not just pro-
cessing payments, not just lending,”
Dostal said. He added that AmEx
is working with merchant acquirers,
independent software vendors, and
other firms to develop new services.

“More often than not we don’t
own the distribution of payments or
technology at the point of sale,” he
said. “That’s owned by other parts of
the ecosystem. If we’re not partner-
ing in that area of the business there’s
a lot of opportunity that’s missed
beyond just processing payments.”

Some of the stuff the Labs unit
is investigating is not always cut-
ting edge technologically, like quick-
response codes, but still could enhance
the experiences of AmEx cardholders.
Closed-loop mobile wallets from mer-
chants such as Starbucks Corp. rely
on QR codes for contactless pay-
ments, and Chinese mobile-payment
firms use them extensively. But most
proponents of general-purpose mobile
wallets in the U.S. prefer near-field
communication technology because
of its speed and high security. AmEx
has mobile wallets in Canada and the
United Kingdom that use NFC, but
the version in India uses both NFC
and QR codes.

CORRECTION

In “A Good Policy,” September,
the source of data showing that
small and midsize companies
are targeted 61% of the time in
data breaches was misstated.
The correct source is the 2018
Data Breach Investigation
Report from Verizon Enterprise
Solutions. Digital Transactions
regrets the error.

Some may sneer at QR codes,
but the technology gets the job done,
especially when the telecommunica-
tions infrastructure needed for NFC
isn’t present, according to Dostal. “If
you had asked me [earlier] that QR
codes would be big, I would have
laughed,” he said. But “for some mar-
kets, particularly without connectiv-
ity, it’s the right solution.”

AmEX is trying to see if there are
lessons it can learn from merchant
wallets that use QR codes, such those
from Starbucks and Walmart Inc., or
the Chase Pay service from banking
giant JPMorgan Chase & Co.

“There’s examples of it happen-
ing; whether or not those things will
scale, or something will surpass it,
remains to be seen,” Dostal said.

The Amex Band,
a wristband

for contactless
payments.

(Photo: American Express)

“We have a blindfold and handful
of darts, and so you just kind of like
throw all of them and hope that one of
them sticks.”

AmEx is looking for new tech-
nologies and programs that simultane-
ously reward its cardholders and drive
sales for AmEx-accepting businesses.
But working on rewards programs
with merchants, especially when more
than one merchant is involved, can be
a challenge, as AmEx found out with
its Plenti multi-merchant rewards pro-
gram. AmEx pulled the plug on the
three-year-old program in July.

“It was very tough to get some trac-
tion,” said Dostal. “Getting all of the
retail players to play together, with us
specifically, is a very tough venture.” 11

—Jim Daly
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TRENDS & TACTICS

Danger: Hidden Digital Money

Gideon Samid « Gideon@BitMint.com

magine that privacy con-
cerns were to triumph over
the Fourth Amendment, dis-
allowing court-sanctioned search
and seizure. Terrorists and crimi-
nals alike would be secure in
their abode, safely preparing
their
boarding planes could pack heat, and robbers could pile up

misdeeds. Passengers
their plunder without fear of discovery.

Society would collapse under these conditions. Indeed,
privacy concerns cannot be taken to their asymptotic absurdity.

Yet, so many smart and credible voices extol the cele-
brated and unassailable privacy right claimed by Bitcoin and
its imitators. If the thought of our neighbor storing machine
guns in his basement makes us uncomfortable, why are we
so blasé about the guy across the street whose secret fund
pays a host of unscrupulous characters to make false legal
claims against us, or otherwise make our life miserable? We
cannot “follow the money” because the money and its move-
ment are protected by modern technology. Secret wealth that
can be paid out without detection is as powerful as firearms.
Even more so, because secret money can kill from a distance.

Every day, the news is replete with stories about how
corrupt politicians trade favors for money. How many never
get caught? Now imagine that political influence could be
paid for by unsuspected sources, and the payment leaves
no footprints. Our elected representatives would simply
become puppets controlled by hidden power brokers.

Last November, this column pointed to the growing threat
of ransomware, and it predicted escalation of the threat based
on the hallowed privacy of Bitcoin. That was one correct pre-
diction! What’s more, everybody pays! Why? Because hackers
became businessmen. They learned to charge their victims a
sum so low that the cost to fight back is way too high. And, upon
payment, the victim is made whole again to build the “brand.”

There’s only one way to put a dent in this practice: Give
society the means to crack open financial doors the way
authorities burst into a criminal suspect’s house.

Cancer starts small and develops for a long time unde-
tected. Often, it metastasizes before awareness of it dawns.
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Likewise, hidden money accumulates slowly, and then it
metastasizes. Hidden wealth centers transact with each other,
running an underground economy, all with digital money that
does not show up anywhere in the nominal financial networks.

Unlike Bitcoin, which at least operates with a public
ledger, private hidden-money protocols proliferate within
a confederacy of criminals, and keep growing. Remember
this: If an algorithm can generate a currency for the good
guys, it can also generate a currency tailored for bad guys.

Digital money is created by a protocol. Protocols may
be copied as many times as desired. While Bitcoin is based
on mathematical complexity, which people who are smart
enough can crack, the new generation of digital money (e.g.,
BitMint) is based on quantum-mechanical randomness, and is
immunized to mathematical cryptanalysis. Digital money is
secure. It is paid across the table or across the continent, with
no friction, no delay—and no detection. It is the modern way
to project stealth power.

About two weeks after our BitMint digital-money patent
was published, we started to receive requests to build a
“working copy” of this technology and write a detailed user
manual, to be shipped to some address abroad. The bad guys
are quick. By contrast, the U.S. government commissions
endless studies to “look into it.”

At the same time, we see a burst of creativity in the money-
laundering business so people who are paid secretly can wash
clean their ill-gotten wealth. Again, like cancer, laundering
underground digital money is a slow process that moves forward
unchallenged because warnings like this are so easy to ignore.

It is for this reason that a privacy hawk like myself now con-
cludes that privacy ends at the edge of money. Hidden wealth is
amortal risk for society and should be prevented. With BitMint,
we promote the fundamental notion of “Expiry Coins.” BitMint
digital money can be traded peer-to-peer, protecting normal
behavioral anonymity, but every BitMint coin comes with an
expiration date by which its holder must surface and exchange
the coin for another one, or for a non-digital asset.

And by reason of this model alone, we strongly believe
that the payment paradigm of the future will be based on two
centralized anchors, minting and redemption, with an at-will
degree of freedom in between (peer to peer).
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Token Economics

John Stewart

The major payments networks have been in the tokenization business

for four years now. With digital payments set to explode, how long can

they keep giving away the store?

he technology for rendering
Tcard—account numbers into ran-

dom strings of digits has been
around for decades, but with the kick-
off of Apple Pay in 2014 the race was
on to tokenize all the major-brand
credit and debit cards that consumers
could digitally cram into Apple Inc.’s
spiffy new wallet.

Since then, Alphabet Inc., Samsung
Electronics Co. Ltd., and dozens of
others have launched their own digi-
tal wallets. And the big networks have
laid plans to mine the so-called Inter-
net of Things, which includes every-
thing from smart watches to smart
clothes and clever fridges, for yet
more transaction volume.

By masking the actual 16-digit
primary account number, or PAN,
the token can serve multiple pur-
poses embracing security but also
smoother processing, particularly
when it comes to functions as mun-
dane as displaying card art or keeping
track of cards on file.

For the time being, tokenization
from the big networks remains free
to merchants, acquirers, digital-wallet
providers like Apple, and other token
requestors. And for its part, Visa Inc.,
which in the late spring of 2015
famously decreed free tokenization
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for entities that process on its net-
work, doesn’t see that changing.

“The position we stated in 2015
still holds true. We are committed
to that model,” says Ansar Ansari,
senior vice president for digital prod-
ucts at Visa.

‘Nothing Is Free in Life’

But how long can the networks main-
tain that commitment? That’s a com-
plicated question. On the one hand,
forces are building that in most busi-
nesses would exert upward pressure on
pricing. To be sure, mobile-payment
growth for the general-purpose wal-
lets has fallen short of the rosy expec-
tations of 2014, but the ranks of
U.S. users—including devotees of
Starbucks’s app—is projected to grow
at a nice 5%-t0-7% clip over the next
few years (chart, page 20).

Similarly, research firm Gartner Inc.
projects IoT endpoints will reach nearly
13 billion in 2020, triple the number at
the end of 2016 (chart, page 18). That’s
not to say all of these devices will be fit-
ted for payments, but a good many will
be, and not just refrigerators.

Rising transaction counts will
require more token requests, exerting
higher demand on token service pro-
viders. These are the 40 or so entities

registered so far with EMVCo, the
international standards group con-
trolled by American Express Co.,
Discover Network, Mastercard Inc.,
Japan’s JCB network, and China’s
UnionPay, as well as Visa. Most of
these TSPs have registered only in the
past two years.

“Right now, no, they’re not
charging, but they’re chatting it up,”
says Steve Mott, principal at Better-
BuyDesign, a Stamford, Conn.-based
payments consultancy.

In industry chatter, Mott says he’s
heard “two to three cents [per token]
bandied about” as an acquirer fee,
“but also I’ve heard volume tiers.”
His opinion is that there is a “better
than even chance” for this fee. Before
Visa dropped the idea of pricing for
tokenization, it had been planning on
a 7-cent fee.

Other factors could heighten pres-
sure on the token market, experts say.
The so-called single buy button the net-
works are proposing for e-commerce
transactions (“The Shared Checkout’s
Slow Check-in,” June), for example,
will also stimulate token demand once
it finally clicks in. “As that develops,
that could boost tokenization,” notes
Zilvinas Bareisis, a London-based
senior analyst for Celent, a Boston-
based financial-services advisory firm.

As demand grows, networks will
need to invest in their token engines
and token-vault capabilities, as well.
“Nothing is free in life,” says Terry
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Dooley, executive vice president and
chief information officer at Shazam,
the Johnston, Iowa-based electronic
funds transfer network. “The ability to
scale is going to require a continued
investment in those vaults. A charge
for service will provide revenue to
invest in those services.”

There could even be a whole-
saling opportunity for tokenization,
since not all of those TSPs regis-
tered with EMVCo operate their own
vaults. Some outsource that safe-
keeping function, allowing those
who do own vaults, like the major
networks, to contemplate pricing for
that service.

The Sell-By Date

Still, many observers argue it’s far too
soon for talk of token charges, despite
the expected deluge of volume.

For one thing, it’s easier to raise
prices once you’ve been charging for
something than it is to start charging
for something you’ve been giving
away, argues Rick Oglesby, princi-
pal at AZPayments Group, a Mesa,
Ariz.-based consultancy.

“If I'm in the shoes of the net-
works, I’m not thinking about trying

to charge for that yet,” he says. “I’'m
trying to embed my tokens every-
where they can be embedded.”

Similarly, while volume on the big
networks is growing, traffic is rising
much faster for alternative payments
and in developing markets on sys-
tems that don’t depend on the these
networks (chart, page 20). That could
slow any impulse to slap on token
fees, says Thad Peterson, a senior ana-
lyst at the Aite Group, a Boston-based
consulting firm.

“This is probably not a great time
for the networks to put their transac-
tion volume at risk,” he says.

But even Oglesby doesn’t argue
that tokens will remain free forever,
or even, possibly, for the next five
years. He gives it three to five years
before pricing will be imposed.

And, in the eyes of some experts,
the sell-by date could arrive even
sooner. “I think 2018 is too soon,”
says Celent’s Bareisis. “I’d say prob-
ably two to three years.”

A Token ‘Tidal Wave’

While sluggish consumer adoption of
Apple Pay and other mobile-payments
serviees has dampened expectations

The IoT's Spreading Tentacles

(Consumer units installed base, in billions)

3.963

2016 2017

5.244

1036 12.863

2018 2020

Note: February 2017 estimates. Source: Gartner
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TIMELINE

MARCH 2014

EMVCo releases token
specifications

OCTOBER 2014
Apple Pay is launched

JUNE 2015

Visa makes permanent a
temporary hold it had placed
on token fees as long as the
requestor processes with Visa

NOVEMBER 2015

EMVCo introduces a registration
process for TSPs that includes a
requirement that applicants own
or have access to a token vault

DECEMBER 2015

The PCl Security Standards
Council releases a 92-page set
of requirements for TSPs

JANUARY 2016

EMVCo publishes a specification
bulletin for a Payment Account
Reference, or PAR, intended to
tie multiple tokens back to the
original primary account number

JULY 2016

PayPal strikes a landmark deal
with Visa to access Visa's token
engine and gain access to the
physical point of sale

SEPTEMBER 2017

EMVCo publishes the technical
framework of its current
tokenization specification,
version 2.0

SEPTEMBER 2018

Visa tokenizing transactions

for 63 requestors and in 40
countries; issuers in 50 countries
have integrated Mastercard's
technology, enabling 75% of its
cards for tokenization.
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among many observers for a breakout
year, the fact remains that the token
factories have been busy.

Already, requestors have deployed
192.2 million EMVCo tokens in
the U.S. market, which will gener-
ate more than $161 billion in pay-
ment volume by the end of the year,
according to estimates calculated by
Tim Sloane, vice president for pay-
ments innovation at Mercator Advi-
sory Group, a Maynard, Mass.-based
financial-services consulting firm.

“This includes mobile payments,
wearables, and [oT as well as multiple
tokens (cards) per device and re-issued
tokens due to new or repaired phones/
wearables that requires re-provision-
ing,” says Sloane in an email message

to Digital Transactions. “Note that
this does not include payments made
on mobile devices using the browser
or in-app payments that utilize a card
on file.”

Little wonder that some proces-
sors, at least, are expecting big-
ger things. A recent blog post on
PayPal Holdings Inc.’s Web site, for
example, was headlined: “A Tokeni-
zation Tidal Wave Is Coming: Are
You Ready?”

To help prepare for the “tidal
wave,” PayPal in 2016 negotiated a
deal with Visa that gave the online
processor access to Visa’s token
engine in return for promoting Visa
cards for account funding instead of
the automated clearing house system.

Source:eMarketer; Digital Transactions calculations

In the months that followed, PayPal
further positioned itself by striking sim-
ilar deals with Mastercard and other
providers.

A Good Pipeline’

But it was Visa that not only struck
the landmark deal with PayPal but
also led the way in the “free-token”
movement. Since then, it has been
building out its engine to the point
that it now serves 63 token requestors,
double the number from a year ago,
and 40 countries.

“We feel good about the transac-
tion growth we’ve seen,” says Ansari.
Visa won’t release actual transaction
counts, but percentage growth has been
in three digits year over year, he adds.

Network Volume Is Poised to Fall Behind Non-Network Volume

(Transactions, in billions)
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While Visa is looking to culti-
vate further growth from the IoT
and the developing market for in-
dash payments from automobiles, it’s
in existing card-not-present transac-
tions flowing from both merchants
and acquirers where Ansari sees
near-term potential.

“Securing payments for the [card-
not-present] channel is where we have
a good pipeline, where we have com-
mercial contracts not yet announced,”
he says.

Mastercard, too, is looking to the
CNP channel for near-term potential.
“We’re seeing increased demand from
merchants to bring this ... technology to
their card-on-file activities,” says Jorn
Lambert, executive vice president of
digital solutions, in an email message.

Issuers in 50 markets have inte-
grated Mastercard’s technology so far,
he adds, so that now “more than seventy-

five percent of all our cards are already
enabled to be tokenized.”

Easier transactions and better secu-
rity will also help drive growth, Lambert
adds. “We think these numbers will con-
tinue to grow for a number of reasons.
Consumers are looking for a seamless,
more convenient shopping experience.
With the increased adoption of contact-
less and mobile payments, tokens will
continue to power this experience with
the same chip-level security in every
purchase—in-store and online.”

‘Down the Road’

Another goal for both networks is
to make things easy for requestors,
a wide-ranging group that includes
merchants, acquirers, gateways, digi-
tal platforms, and startup IoT technol-
ogy players. “One of our key objec-
tives is to ensure a client does not
have to strike multiple agreements to

get access to Visa cards,” Ansari says.

With all that said, it doesn’t look
likely that token requestors will have
to fret about fees any time soon. But
just how long “free” will last is still
the big question.

While the business is growing, the
networks won’t be disposed to risk
dampening demand. But that doesn’t
mean some sort of pricing may not
arrive for niche applications.

While stressing Visa’s principle
of no-fee tokenization, Ansari says,
“There may be opportunities down the
road to commercialize a set of value-
added services built on tokenization.”
A hypothetical example would be
digital issuance of prepaid products,
he adds, such as gift cards.

But nothing like that is in the
works now, he stresses, adding, “We
are committed to the position of not
charging.” 11
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Signs of Life
at the Pays

Jim Daly

Not so long ago, mobile-payments enthusiasts were asking what

ailed Apple Pay, Google Pay, and Samsung Pay. Now the Pays finally

seem to be getting some traction, though their transaction market

share is still minuscule.

a summer of generally positive

developments, the mobile-payment
services from Apple Inc., Samsung
Electronics Co. Ltd., and Alphabet
Inc.’s Google finally are showing
signs of life.

Some of these signs are uneven,
however. One researcher recently
found that usage of Google Pay, for-
merly known as Android Pay, had
declined since 2017’s third quarter.
Google, however, reports that after
a host of changes over the past year,
Google Pay is resonating with mer-
chants as well as consumers.

There are now more than a
dozen general-purpose and closed-
loop mobile wallets that enable U.S.
consumers to pay with their smart
phones. The best-known among the
latter is Starbucks Corp.’s popular
app aimed at its multitude of cof-
fee and tea drinkers, but some mer-
chant systems, such as Walmart Inc.’s
Walmart Pay, are seeing strong growth
(chart, page 24).

Apple Pay, Google Pay, and Sam-
sung Pay have come to be known
as “the Pays.” What they have in
common is they can be used for

|s there hope for the Pays? After
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general-purpose payments in stores
and in-app, and they all use contact-
less near-field communication tech-
nology. Apple Pay and Samsung Pay
use phone-based NFC while Google
Pay uses a cloud-based variant called
host card emulation. Samsung Pay
also uses a technology called mag-
netic secure transmission (MST) that
facilitates contactless transactions
with traditional magnetic-stripe point-
of-sale terminals.

What the Pays also have in com-
mon is that most consumers, apart
from a core group of enthusiasts, just
haven’t been too excited about them.
This indifference has persisted despite
massive publicity, especially since
Cupertino, Calif.-based Apple intro-
duced Apple Pay in September 2014.
Earlier this year, Visa Inc. reported
that fewer than 1% of its U.S. face-to-
face transactions originate on mobile
phones (“Contactless II,” April).

Many merchants have been
reluctant to accept mobile payments
because of the perceived lack of con-
sumer demand and extra operational
steps needed to enable NFC transac-
tions. But 3.1 million merchants now
accept EMV chip cards, according to

Visa. The new POS terminals accept
contact chip cards, but a growing
number also are configured to process
contactless NFC transactions.

The Costco Breakthrough

In a global e-commerce and mobile-
commerce forecast released in Sep-
tember, New York City-based 451
Research predicts that NFC-based
mobile wallets will account for
$65.8 billion in U.S. in-store sales this
year, or 1.4% of the total. By 2022,
the NFC wallets’ share will hit 4.1%
on $210 billion in sales, for a com-
pounded annual growth rate of 34%,
451 Research estimates.

The surest recent sign that pros-
pects for the Pays are brightening came
in August when Costco Wholesale
Corp., the nation’s third-largest brick-
and-mortar retailer, declared that it was
now accepting Apple Pay, Google Pay,
and Samsung Pay in its 519 U.S. stores.

Costco’s move “speaks to the
increasing demand for mobile pay-
ments by consumers,” including but not
confined to Millennials, says payments
researcher Thad Peterson, a senior ana-
lyst at Boston-based Aite Group LLC.

Another hopeful sign: The big
pharmacy chain CVS Health Corp.
and  convenience-store  leader
7-Eleven Inc. will accept Apple Pay
later this year, Apple chief executive
Tim Cook told stock analysts July 31.
7-Eleven also said in September that
it would accept Google Pay.
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How the Digital Wallets Rank

Question: Which digital wallets, if any, have you used to make purchases with over the past 90 days? (multiple answers allowed)

Net Percentage

Q3 2017 Q2 2018 Point Gain/Loss
PayPal 67.5% 66.9%
Apple Pay 24.2% 30.5% 6.3%
-
—
Starbucks 15.0% 15.9% 0.9%
I——
—
Android Pay 15.0% 12.9%
I—
—
Visa Checkout 11.0% 11.9% 0.9%
E—
——
Samsung Pay 6.7% 10.4% 3.7%
—
E—
Walmart Pay 6.4% 10.4% 4.0%
—
E—
Chase Pay 1.7% 9.7% 2.0%
—
E—
Capital One Wallet 4.3% 6.7% 2.4%
—
E—
Wells Fargo Wallet 1.8% 6.7% 4.9%
-
Masterpass 2.5% 5.6% 3.1%
—
—
Dunkin’ Donuts 6.1% 5.0%
—
]
Microsoft Wallet 0.3% 3.9% 3.6%
L
AmEx Express Checkout 2.8% 3.2% 0.4%
—
—
Kohl's Pay 1.8% 2.4% 0.6%
-
—
Other 1.5% 1.6% 0.1%
-

Note: 876 valid responses in Q2 18, 326 in Q3 17. Source: 451 Research Voice of the Connected Consumer Landscape surveys
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Both retailers had been part of
the now-defunct Merchant Customer
Exchange LLC, a consortium that
developed its own mobile-payment
service dubbed CurrentC. Merchants
viewed CurrentC as a way of avoid-
ing high costs of accepting the major
card brands, and of boosting their own
loyalty programs accessible through
mobile apps. CVS, along with rival
drug-store chain Rite Aid, stirred con-
troversy in late 2014 by shutting off
NFC readers in their stores to stop
customers from using Apple Pay.

The NFC boycott lasted only a
short while, however. And after some
testing, CurrentC’s sponsors pulled
the plug on the service in 2016.
Instead, a number of former MCX
stalwarts such as CVS and Walmart.
turned their attention to their own loy-
alty programs and mobile apps.

While mobile-pay backers hailed
Costco’s move, like so many develop-
ments in payments it came with a pecu-
liarity. Notoriously picky about which
payment forms it accepts, Issaquah,
Wash.-based Costco said little about
why it’s now embracing the mobile
wallets. Its Visa cobranded credit card
issued by Citigroup Inc., however,
is a so-called dual-interface plastic
enabled for both contact and contact-
less EMV transactions, and it doubles
as a membership card. The retailer had
recently outfitted its stores for NFC
acceptance—two years after it dumped
American Express Co. as its cobranded
partner in favor of Citi and Visa Inc.

The peculiarity is that, because of
Costco’s exclusive credit card accep-
tance deal with Visa, which took effect
in 2016 when Citi replaced AmEx, an
Apple Pay user who wants to pay
with credit can only use a digitized
Visa credit card. A Costco spokesper-
son would not say if that same policy
applies to digital credit card payments
with Google Pay and Samsung Pay.

Despite that oddity, Costco’s busi-
ness goal in accepting mobile wallets
and dual-interface cards isn’t hard to
infer, according to Richard K. Crone

of San Carlos, Calif.-based Crone
Consulting LLC. Even if Costco isn’t
taking every payment form the Pays
support, fast mobile and contact-
less card payments will enable it to
increase throughput at checkout coun-
ters, he says.

For many retailers, the coming of
EMYV chip cards, the vast majority of

which are contact-only, over the past
three years has slowed transaction
speeds compared with the old mag-
netic-stripe cards they’re replacing,
despite network efforts to speed up
payments, according to Crone.

“They [Costco] are a multilane
national retailer, they measure the
transaction checkout in milliseconds,”
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Crone says. “This is about increasing
store capacity, and getting rid of the
EMV bottleneck.”

‘Muscle Memory’

The Pays so far have wrapped details
about usage in a tight veil of secrecy,
though they occasionally drop some
hints. Analysts believe Apple Pay is
the clear leader so far, and Cook
revealed in July that it had surpassed
1 billion transactions in the quarter
ended June 30. Cook also said con-
sumers with Apple’s iPhone and
Watch can use Apple Pay to pay
for public-transit rides in 12 cities.
And Apple Pay Cash, the person-to-
person payments variation, is “already
serving millions of customers across
the U.S. less than eight months fol-
lowing its launch,” Cook said.

451 Research’s most recent Voice
of the Connected Consumer survey
found Apple Pay solidified its second-
place holding among the digital wal-
lets. The survey asks consumers about
their usage of 15 digital wallets—
some of which get considerable vol-
ume through desktops and laptops, not
just mobile devices—to make a pur-
chase during the preceding 90 days.
PayPal Holdings Inc.’s wallet remains
by far the most popular, used by more
than two-thirds of 451°s respondents.

But 30.5% of the second-quarter
respondents used Apple Pay, up 6.3
percentage points from 24.2% in
2017’s third quarter.

Apple “has done a good job on the
awareness front,” says analyst Jordan
McKee, a research director at 451.
He adds that Apple has been “pretty
aggressive in partnerships” with mer-
chants. “Merchants are very quick to
want to align with the Apple brand.”

Apple Pay might be getting more
volume because it is finally address-
ing consumers’ desire to earn loy-
alty points and rewards, according
to Aaron McPherson, vice president
of research operations at Maynard,
Mass.-based Mercator Advisory
Group Inc. Echoing what critics have
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said for years, he says simply having
payment capabilities built into phones
is not enough to drive adoption.

“I feel that mobile wallets by
themselves are just not enough of an
improvement to overcome the muscle
memory of pulling out a card, which
is why they have been languishing

You can tell there's
some pretty

good competition
between the
primary wallet
platforms that exist
within the Android
operating system.

—JORDAN MCKEE, RESEARCH
DIRECTOR, 451 RESEARCH

for over 15 years,” McPherson tells
Digital Transactions by email. “What
broke the pattern was merchant wal-
lets with built-in rewards. Now con-
sumers are getting used to using
mobile wallets, which could be con-
tributing to the increased success of
the Pays. Just this year, we saw Apple
finally doing the merchant promo-
tions that are necessary, and that sort
of activity should continue.”

Seoul, South Korea-based Sam-
sung, the No. 2 smart-phone seller in
the U.S. after Apple, according to com-
Score Inc., in late August trumpeted

some statistics on the third anniversary
of its payments service. Samsung Pay
now works with about 2,000 financial
institutions in 24 geographical mar-
kets. Samsung did not release a user
count but said the service has pro-
cessed 1.3 billion transactions since its
launch. Impressive enough, but way
behind Apple Pay.

“Since we launched Samsung Pay
three years ago, we have been ded-
icated to delivering a mobile-wallet
platform that is simple, secure, and
works almost anywhere,” said DJ Koh,
president and chief executive of Sam-
sung’s IT and mobile communications
division, in a statement. “And we’re not
limiting ourselves to a mobile wallet.”

Koh cited such features as Sam-
sung Rewards and ATM transaction
capability, both of which are available
in the U.S.

Samsung also has worked to
gain partnerships with other mobile-
payment services, including Alipay
and WeChat Pay in China and PayPal
in the U.S. The PayPal deal, struck in
July 2017, gave Samsung Pay entrée
to e-commerce merchants through
PayPal’s Braintree processing unit,
and opened a window for PayPal into
physical stores by riding in the Sam-
sung Pay wallet.

Samsung has long recognized
the importance of loyalty in gener-
ating interest in its payments ser-
vice, according to McKee. Its rewards
program enables users to accumu-
late more points at a greater rate for
products from the mobile-phone and
consumer-electronics giant the more
they spend with Samsung Pay.

“It’s all tied into the Samsung eco-
system,” he says.

Its unclear how much transac-
tion volume Samsung Pay has gen-
erated through MST, a technology
it acquired when Samsung bought
a Burlington, Mass.-based mobile-
payments startup called LoopPay Inc.
in 2015. A Samsung spokesperson did
not respond to a Digital Transactions
request for comment.
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The recent 451 Research survey
uncovered diverging usage of Sam-
sung Pay and Google Pay, the for-
mer Android Pay. Both services are
grounded in Google’s Android mobile-
operating system. Some 10.4% of
second-quarter respondents had used
Samsung Pay, a 3.7 percentage-point
gain in nine months from 6.7%. In
contrast, Google Pay slipped from
15% to 12.9% in the same period.

“It’s interesting to see Samsung
Pay and Android Pay going in oppo-
site directions,” says McKee. “You
can tell there’s some pretty good
competition between the primary wal-
let platforms that exist within the
Android operating system.”

Although today’s Google Pay,
which debuted in February, repre-
sents a succession of rebrandings and
service changes that some observers
have said could be confusing to con-
sumers, McKee attributes its decline
less to anything Google has done and
more to the “positive result of what
Samsung has done” in promoting its
mobile-payment service.

‘Much More Than It Was’

Earlier iterations of Google Pay
included Google Wallet and Google
Checkout, the latter of which first
appeared in 2006. But under the hood,
Google Pay represents a unification of
Google services and will make mobile
payments easier and more attractive
for merchants and consumers alike,
according to Jack Connors, the execu-
tive who heads commerce and mer-
chant partnerships at Google, the pri-
mary subsidiary of Mountain View,
Calif.-based Alphabet.

“Google Pay is much more than
it was a year ago,” Connors said in
August at the Mobile Payments Con-
ference in Chicago.

In recent months, the payment
service expanded to more countries,
became available on Apple’s Safari
browser as well as on desktops run-
ning Google’s Chrome browser, and
added a feature to hold transit passes,
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Apple Pay's new merchants include
Costco, CVS, and 7-Eleven.

Connors noted. For online merchants,
the new Google Pay more easily moves
shoppers from search to checkout.

“The world wants a unified, seam-
less experience at checkout,” he said.
“The distance between the expression
of some demand, the search, and the
transaction has to collapse, has to col-
lapse. So Google Pay is a way to give
retailers who want to compete the
opportunity to do their best equivalent
of a one-click checkout.”

Google Pay is now the payment
channel for anyone with a Google
account that accesses such products
and services as Gmail, Chrome, You-
Tube, Google Maps, Waze, and other
Alphabet properties. Connors noted
that Google Play, the app marketplace
for Android devices, has 1 billion active
users. Previous payment procedures
didn’t make the links among Google
products clear, according to Connors.

“If you have a Google account, the
good news is that if you add a credit

card, you can use that credit card on
Google properties, and with Google
Pay on non-Google properties.”
Google Pay received additional util-
ity in the summer when capabilities to
store tickets and airline boarding passes
went live. Whereas a similar feature
with Apple’s Apple Pay service displays
boarding passes with quick-response
codes, Google Pay not only displays QR
codes, but also allows the passenger
to redeem a pass faster by using
NFC, according to Connors.
In the works for Google
Pay are enhanced capabili-
ties on desktop computers,
improved security through
mobile-device authentica-
tion, and added person-to-
person payment features,
including  post-purchase
bill splitting, Connors said.
Google Pay also
find new uses through the
Google Payments applica-
tion programming interface
that enables third-party software
developers to integrate payments into
smart-speaker systems such as Google
Home, messaging, and other services.

‘Think Outside the Card’

Clearly, the Pays are working dili-
gently to attract merchants and con-
sumers to their services. But the key
to getting any significant market share
may be something more than just
making the payment experience fast
and affordable for merchants, and
inducing consumers with rewards.

It also might involve re-educating
Americans to think first about mobile
devices, as consumers have in some
other countries, rather than their
familiar payment cards, according to
Aite’s Peterson.

“We’re card-based thinkers,” Peter-
son said at the Mobile Payments Con-
ference. “Think beyond that, think out-
side the card, because outside the card
is where the world is going.” [11

—With additional reporting by
John Stewart and Kevin Woodward

could
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Processors and acquirers are chasing
integrated payments while also serving
traditional, terminal-based merchants.
Can they keep their balance?

By Kevin Woodward




While such payments—exemplified by point-of-sale software with an add-on payments

capability that is supposed to be seamless to the user and the consumer—are not new,

they are capturing the attention of more and more payments companies.

That’s because the incessant quest for better profit
margins, lower attrition, and more transaction volume
is driving these companies, and investors, to what has
turned into a lucrative market for integrated payments.

As more companies shell out increasing sums for inte-
grated payments—witness Global Payments Incs $700
million purchase of AdvancedMD, a medical-practice soft-
ware provider in August—their attention expands to what
may be new or much larger elements of their businesses.

ON A COLLISION COURSE

Integrated payments were around for years before they
became hot. Some payments providers, like Mercury
Payment Systems LLC, which Vantiv Inc. (now World-
pay Inc.) purchased in 2014, specialized in serving soft-
ware developers long before they caught the attention
of many others.

Many payments companies choose to buy their
way into integrated payments. An early example was
First Data Corp., which bought POS system devel-
oper Clover in 2013. In September, First Data shipped
the 1-millionth Clover device, having shipped the
500,000th less than two years ago. First Data launched
an Integrated Solutions Group in 2017 to cater to the
overall segment.

Foran acquirer, the payoffs forbuilding up integrated-
payments merchants in a portfolio are numerous. For
one thing, they are less likely to defect to other proces-
sors because of their need to use specific software just to
operate their businesses. Beyond that, they may be more
likely to use other value-added services, their cost of
acquisition may be lower, and they provide steady, recur-
ring revenue.

For example, do they have enough resources to
cater to this burgeoning market while ensuring their
other sales channels get the attention and resources
they need? What factors determine how to divvy the
resources, especially when integrated payments is cap-
turing so much of the payments spotlight now? The
answer is that the best chance of benefiting from inte-
grated payments comes from a plan for targeting inte-
grated payments.

This is not to say that the payments industry
ignored the segment. It’s just that it was more diffi-
cult to serve these merchants prior to the emergence
of a litany of recent technologies. This was before the
breadth of the Internet and its cloud-based connectiv-
ity enveloped industries, and before EMV forced soft-
ware developers to look at other ways of integrating
point-of-sale acceptance into their software.

This was before the cost of POS systems started to
decrease because of devices like Apple Inc’s iPad and
Android tablets. And it was before the whole notion of
having as a goal making the payment not invisible, but
indistinguishable from the rest of the checkout experience.

It’s the ability to incorporate integrated payments
into services that solve problems for merchants that
makes this capability such a coveted option.

“Put simply, integrated-payments solutions sim-
plify the lives of our merchant customers,” says Bren-
dan Tansill, president of EVO Payments Inc., North
America, an Atlanta-based payments company. “The
software solutions address real business needs and
make business management easier and more effective.”
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That explains, too, why gaining market share among
POS-system developers is such a coveted objective.
Merchants are more likely to want to use software that
helps run their businesses—not just accept payments—
and are less likely, because of that necessity, to walk
away from that software.

ONE LEG OF THE STOOL

It’s this compulsion to use business software that ele-
vates the POS system provider to the role of trusted
advisor, Cohen tells Digital Transactions. “If this is the
most trusted advisor of the merchant because every-
thing the merchant does is around this thing, this flips
the equation and payments becomes the value-add ser-
vice inside a business-management solution,” he says.
In this convergence, software and its cloud-based
connectivity shine. “With or without integrated pay-
ments, the process is moving to the cloud and becom-
ing embedded in other functions,” says Thad Peterson,
senior analyst at Aite Group, a Boston-based research
firm. “While standalone solutions will be around for
some time to come, the future is payments-as-a-

- Helgeson: “Everybody has
- figured out they shouldn't

have to go to a different
system to handle payments.
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“Software and payments are just two industries
that are on a collision course,” Greg Cohen, president
of Paya, a Reston, Va.-based payments provider. Paya is
the former Sage Payment Solutions, which was part of
accounting-software giant Sage Group plc until the unit
was bought by private-equity firm GTCR LLC in 2017.

service, and developers are a core constituency for a
software-based payments ecosystem.”

That’s how Henry Helgeson, president and execu-
tive vice president of integrated solutions at Total
System Services Inc. (TSYS), sees it. “In today’s world,
it’s not only mobile apps and all sorts of consumer-
convenience applications, but everybody is figuring out
payments should be integrated to a seamless customer
experience,” Helgeson says.

TSYS bought Helgeson’s former company Cayan LLC
in 2017 for $1.05 billion. Among Cayan’s specialties was
the development and subsequent offering of its Genius
platform that easily integrates into POS systems.

“Everybody has figured out they shouldn’t have to
go to a different system to handle payments,” Helgeson
says. “The market has grown and become a more attrac-
tive place for payments, it makes it easy to scale distri-
bution when the customers are very sticky. They gener-
ally don’t attrite over a basis point or two.”

When so much attention, and money, is allocated to
integrated payments, one might wonder if the segment
is getting too much attention at the expense of other
ways to acquire merchants. “It’s one leg of the stool,”
Helgeson says. “You can'’t neglect all these legacy dis-
tribution partners, some of which are evolving. Agents
are figuring out how to get into integrated payments.”

Others echo him. “We clearly see integrated pay-
ments as the future of card-present payments, but
we also recognize that terminal-based merchants are
a majority of the 7 million merchants in the [United
States].” Tansill says.

“We strike a balance by recognizing the differences
between the two channels and not asking our colleagues
to operate in both arenas,” he continues. “We empha-
size expertise and focus by delineating two distinct
strategies, thereby enhancing the experience of our
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merchants and sales partners.” EVO operates separate
sales and supports staff for each of the two channels.
At Paysafe Holdings UK Ltd., which is based in Mon-
treal for the North American market, balance is the
operative word.
“From a distribution perspective I favor a world
that focuses on integrated solutions as part of the sales

HIGH-CALIBER PEOPLE

Many merchants still using standalone countertop
POS terminals will eventually migrate to a POS system,
such as a cloud-based one that uses common consumer
devices. Some merchants may not recognize a need for
such systems immediately, Linden says, but over time
they realize the value such systems offer.

For payments companies, embracing integrated
payments also necessitates a unique sales approach.

EVO intentionally keeps its integrated-payments
focus only on these merchants, says Tansill. “We believe
the expertise and focus of a dedicated integrated-
payments division makes EVO a more attractive part-
ner and payments provider,” he says. “Lastly, we have

N

" Tansill: “Put simply,

integrated-payments
solutions simplify the lives of
our merchant customers:”
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process, but never losing sight that we have a large pop-
ulation of merchants that don’t recognize or don’t think
there’s an immediate need” for POS systems, says Todd
Linden, chief executive for Paysafe’s payment process-
ing in North America. United Kingdom-based Paysafe
in 2017 bought Linden’s former employer, Merchants’
Choice Payment Solutions.

¢

retrained our direct-sales professionals to focus on
integrated software to increase our capacity and accel-
erate growth.”

EVO’s path to embracing integrated payments began
in earnest six years ago with some acquisitions. Each
brought unique qualities that the company combined
into its current product offerings, Tansill says. These
included payments companies Snap, Sterling Payment
Technologies, and Nodus Technologies Inc.

Snap provided EVO with a single integration point
for its international business, Tansill says, while “Ster-
ling provided us with a team of more than 200 profes-
sionals with more than 10 years of experience selling
and servicing integrated merchant relationships, in
addition to access to the software dealer network in the
United States.”

Nodus brought a software tool that facilitates inte-
grations into enterprise resource planning technology,
providing a boost to EVO’s business-to-business pay-
ments capabilities, he says.

“We have intentionally retained the focus of our inte-
grated-payments team, fully separating its responsibili-
ties [from] those of any other sales channel,” Tansill says.

EVO sells it services by going direct to the indepen-
dent software vendor (ISV) market and indirectly via a
network of more than 1,000 software dealers, he says.

“We have been steadily increasing our headcount
across our sales organizations, targeting each of these
two audiences, software companies and dealers,’
Tansill says. “As our technology-enabled channel—
e-commerce, integrated payments, and B2B—accounts
for 54% of U.S. revenue in the aggregate and consis-
tently generates the most attractive growth rates, we
have been steadily adding sales resources across all
subsets of this channel”



Others, too, have adapted their
sales approach to the ascending
importance of integrated payments.

At Paya, Cohen says the company
uses a partner-centric approach, and
is much more focused on businesses
than retailers. One strategy is to
offer products that can do more for
a business than help it accept pay-
ments, he says.

Because payments companies are
selling more sophisticated products
that include other business func-
tions, such as employee schedul-
ing, inventory management, or pric-
ing, the sales process is a bit more
involved. “There is a need to find
high-caliber people,” says Helgeson.
“They aren’t easy to come by.”

CLICK AND AGREE

Closely related to the sales approach
is the cost of acquisition, a signifi-

-

cant element to valuing a merchant
and the merchant portfolio.

Often, the lifetime value of inte-
grated-payments merchants could be
more than other types of merchants
that may have higher attrition rates or
have lower profit margins. Yet, mar-
gins can be compressed with inte-
grated-payments merchants because
the software provider, often an ISV,
gets a share of the revenue.

“The ISVs are sharing in the eco-
nomics, depending on how big a
portfolio they have to leverage,” Hel-
geson says, and their role in the sales
process.

A portfolio of many long-time
merchants might command a larger
percentage of the revenue than an
equally sized portfolio of merchants
with shorter tenures. Generally, too,

the lifetime value of integrated-
payments merchants should be higher
than that of more conventional mer-
chant types, Helgeson says.

“From time to time, you may see
slightly lower margins, but, generally
speaking, these merchants process
more volume,” he says.

Customer acquisition costs for
integrated-payments merchants vary.
When the category emerged, it was
served by independent sales organi-
zations, which focused on sales and
shepherded the remaining aspects of
actually boarding the merchant to a
third party, such as an acquirer or
processor, Cohen says.

“Then it changed,” he says. “In
this channel, generally speaking, the
variable cost of acquisition is fairly
low, other than the co-op marketing
dollars you do with the channel”

What is driving down the cost of
acquisition is click-and-agree capa-
bilities, where a merchant can read
the online terms and click “OK” to
begin the boarding process, much
like the routine with online proces-
sor Stripe, Cohen says. “The cost of
acquisition is near zero.”

The convergence of payments,
software, and cloud connectivity
is affecting the cost of acquisition
to such a degree that comparisons
between integrated-payments mer-
chants and those using countertop
POS terminals may not be possible.

“It’s changed so much that I don't
know if you can compare any more
because the cost of acquisition at times
can be much less than even trying to
get a merchant a terminal because the
fit for a merchant is a quicker sales
cycle,” says Paysafe’s Linden.

Another factor affecting cost of
acquisition is the blending of the
ISV and ISO model, Linden says. An
example is Mindbody, a San Louis
Obispo, Calif.-based company that
sells business-management software
for health-and-beauty businesses. In
2010, it became an ISO in addition
to an ISV. Meanwhile, some ISOs are
fully adopting the ISV model.

This blurring trend shows no
signs of slowing, Linden says. “The
collaboration and acquisition oppor-
tunity is there. The ISV knows the
software, but the ISO knows how to
sell it and get traction.”
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A LOT OF GREENFIELD

This, of course, poses some challenges, such as betting
on a technology. “You have to make a big bet on some-
thing, you have to make sure that’s something that can’t
be obsoleted very quickly,” Linden says.

As an example, Linden says a couple of years prior to
the Merchants’ Choice acquisition by Paysafe, the com-
pany looked into a social-media service for merchants.
It’s glad it didn’t follow through. Today there are numer-
ous ways for merchants to integrate social media.

“It's a fast-moving landscape,” Linden says. The
right technology at the right time, he says, “brings a
whole new growth burst to payments.”

Along with that come profits. Merchants reliant on
integrated payments are often more profitable for a
couple of reasons, Linden says. “One, they will always
be more profitable if they keep their customers longer,”
he says. “The stability of the portfolio in an integrated
environment is much better”

Second, profit margins can continue to grow with
these merchants if they are sold other services. A sales
agent might get an immediate monthly residual just
from successfully signing the new merchant, but could
see that triple or better as the merchant adopts other
services, Linden says.

Profits, of course, are tempered somewhat because
the software developer or sales partner will want its
share. But that is nothing new for payments companies,
many of which have long split the revenue. What is new
is that the lucrative and largely untapped potential of
integrated payments lies ahead.

A COMPLETE PICTURE

It’s just the early stages of this transformation, many
observe. “We would expect integrated payments would
replace terminal-based merchants as the preeminent
payment method in the intermediate term,” Tansill
says. “The solutions are better for the merchant and
enhance the experience of the merchants’ customers.”
This likely will be a worldwide shift, too, he adds.

A big reason for this transformation is that merchants
want and need to know more about their customers, espe-
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Cohen: “As businesses . =
move to the cloud in
the way they deliver
their solution, you

need developers to
support that!

“There are now verticals that didn’t exist 10 years
ago,” Helgeson says. “There is a lot of greenfield out
there,” referring to merchants that have yet to adopt
the integrated-payments model. And there is some
opportunity to take market share from competitors,
he says.

Cohen is similarly enthusiastic about the potential.
“These developers are not disappearing,” he says. “As
businesses move to the cloud in the way they deliver
their solution, you need developers to support that.”

cially as they strive to compete against online merchants
that have deep insight into a customer’s purchase habits.
“Merchants are working very hard to get a complete
picture of their customers, and that means they need to
understand their purchase behaviors in any context or
venue,” Aite’s Peterson says. “Payments are an essential
ingredient to that knowledge base, and there’s almost
no way to get a clear view of customer behavior if online
and offline purchase behaviors are in separate silos” X1
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When Collaboration
Makes Sense—And
When It Doesn't

Eric Grover

Through the years, the network game hasn’t changed. Payment systems

need volume, and that means interoperability with other networks. The

key is to be smart about it.

he payments world is a patch-
Twork of overlapping and inter-

dependent networks. For suc-
cess, networks need a path or paths
to critical mass. For most, leveraging
directly competitive and adjacent sys-
tems is essential.

In payments, network effects and
habit matter enormously. The most
feature-rich, secure, or cheapest pay-
ment system in the world is worth-
less if only one consumer or business
uses it. By contrast, systems with
billions of users are compelling, not-
withstanding imperfections.

To boost usage, networks partner,
often ceding some control and eco-
nomics. In free-market capitalism, no
relationship, however one-sided, is
consummated unless both parties cal-
culate that they’ll profit.

But payment-system relation-
ships evolve based on changing rela-
tive power and interests. For example,
imagine a world where 50% of Master-
card transactions were initiated over
Apple Pay. Those able to shift pay-
ments share command better econom-
ics, so, at a minimum, Apple would
take a bigger bite of interchange.

While there are hundreds of
national retail-payment schemes, only
a handful of systems are or aspire to
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be global. Mastercard and Visa are
the only genuinely planetwide retail-
payment systems.

They command the lion’s share of
cross-border retail payments in every
country except China, Iran, North
Korea, Sudan, Syria, and the part of
Ukraine occupied by Russia. Their
open model leveraging tens of thou-
sands of banks to deliver payments to
end users has been the most success-
ful payments-system strategy ever.

The Open Approach

Visa’s visionary founding chief exec-
utive, Dee Hock, evangelized a sys-
tem of enforced cooperation for core
delivery systems, rules, and brand,
and decentralized freedom to compete
and innovate for banks. For networks
leveraging third parties, more partners
and greater share dispersal are better
than less.

Hock liked biological metaphors.
In a May 21, 1985, talk given after
he retired, he counseled, “The trick
for an evolving organism is to assume
whatever form best serves function in
the changing environment.”

His creation continues to evolve. In
2008, Visa changed governance, went
public, and became less bank-centric
and decidedly more enterprising. But

it retained balance and tension between
central control and licensees’ decen-
tralized competition and innovation.

In the cross-border interbank pay-
ments sphere, Swift took a similar open
approach. The Swift network, and cor-
respondent banking, enjoy near ubig-
uity worldwide and a near monopoly.

As was the case with Master-
card and Visa, an initial public offer-
ing transforming Swift from a bank
cooperative into a commercial public
enterprise would unleash value and
wouldn’t have to alter the balance
between central control of delivery
systems and rules, on the one hand,
and decentralized competition and
innovation, on the other.

Adjacent networks could encroach
on Swift’s turf. For example, Master-
card’s ownership of a real-time auto-
mated clearing house system, Voca-
link, suggests a path to real-time
interoperability between the world’s
interbank-payments networks.

Google Vs. PayPal

Alipay, American Express, China
UnionPay, Discover, JCB, PayPal,
and WeChat Pay are tier-two, or aspir-
ing, global retail-payment systems. All
have opened up, working with third-
party networks, processors, issuers,
and/or wallets to extend their reach.
And, powerful technology plat-
forms are wading into payments, lever-
aging existing networks and processors.
Tech colossi Google, Apple, Facebook,



and Amazon have further ambitions in
payments to enhance their platforms.

However, Google’s Tez, launched
in India in September 2017, is a pay-
ment scheme in its own right. It’s free
for merchants and consumers and har-
nesses the National Payment Corpo-
ration of India’s real-time ACH and
Unified Payments Interface scheme.

It’s being rebranded Google Pay
for international expansion. Existing
payment systems, as well as banks,
should worry. If arguably the world’s
most powerful tech platform could
scale a payments network monetized
through advertising, it would be a
scary competitor.

The European Union’s PSD2 reg-
ulation mandates that banks provide
free payments and harvesting of con-
sumers’ payments data. Most busi-
nesses aren’t going to be able to
persuade consumers to let them ini-
tiate payments against their current
accounts and harvest their data. But
Google likely will. Amazon too.

Moreover, directly or more likely
through existing payment systems,
these companies have the where-
withal to exploit the coming pan-EU
patchwork of application program-
ming interfaces for initiating pay-
ments and data harvesting. If Google
Pay (Tez) gets traction beyond India—
say, within the EU—it would roil the
reigning payments ecosystem.

To be sure, notwithstanding its enor-
mous success elsewhere, Google’s pay-
ments efforts have underwhelmed since
Google Checkout’s 2006 launch. Still,
with its portfolio of globally dominant

Systems with billions of users
are compelling, notwithstanding

imperfections.

search, smart-phone-operating-system,
browser, online-video, and email assets,
the tech giant’s payments efforts
shouldn’t be taken lightly. Perhaps
Google Pay will be the charm.

E-commerce phenom PayPal has
been on a tear, embracing interop-
erability. Originally, PayPal was a
closed-loop general-purpose pay-
ment system, relying, however, on
card and ACH networks, and ulti-
mately banks, to fund transactions.
To increase network mass, it’s been
opening up, though in fits and starts
and not always successfully.

PayPal’s initial attempts, in 2012,
to deliver acceptance through U.S.
acquirers and the Discover network
came to naught. Finally, in 2016,
PayPal reached a modus vivendi with
Mastercard and Visa, agreeing not to
discourage their use and to use their
tokens for proximity payments at the
physical point of sale.

Now it’s working with giant credit
card issuers like Bank of America,
Chase, and Citi to enroll new PayPal
subscribers. Chase and Citi card-
holders will be able to spend their
reward points at PayPal merchants.
In August, it cinched a deal with
Brazil’s Bank Itau to promote PayPal

s there any doubt what Mastercard
chief executive Ajay Banga or

Visa CEO Al Kelly would do with

an “Extinguish PayPal” button,

with no antitrust risk?

to its cardholders and offer PayPal
acceptance through Itau Unibanco’s
Redecard multibrand acquirer.

It’s established interoperability
with mobile-payment system M-Pesa
and massively extended its money-
transfer delivery footprint with a deal
with competitor Euronet.

PayPal also agreed to accept
China’s Baidu Wallet, which claims
100 million users. However, as China’s
dominant e-commerce payments drag-
ons Alipay and WeChat Pay build
acceptance abroad, the Baidu relation-
ship’s promise diminishes.

Some of these relationships are
close calculations. Is there any doubt
what Mastercard chief executive Ajay
Banga or Visa CEO Al Kelly would
do with an “Extinguish PayPal” but-
ton, with no antitrust risk?

The Fly in the Ointment

America’s number-four card network,
Discover, for more than a decade
has doggedly pursued a strategy of
network reciprocity and transform-
ing itself into a semi-open-loop sys-
tem. It has reciprocal acceptance with
a host of networks including China
UnionPay, JCB, Rupay, PayPal, Elo,
and Eufiserv, for which in 2017 it pro-
cessed $14.2 billion in total volume.
The fly in the ointment is that,
absent cobranding and co-signage,
consumers and merchants are unaware.
When there’s uncertainty, transac-
tions don’t happen. Connected mobile
wallets could enable acceptance alerts
for cardholders and merchants to signal
acceptance. Some network relationships
will lose value regardless. Notably,
UnionPay is expanding U.S. accep-
tance, reducing its need for Discover.
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Even cogent partnering will strug-
gle to overcome network effects
enjoyed by larger payment systems
in well-served markets. Since 2006,
Discover has used third-party acquir-
ers to provide acceptance, enabling a
U.S. acceptance network that is close
to parity with Mastercard and Visa.

As the weaker network, however,
while still growing, Discover is losing
share, dropping from 5.5% of general-
purpose U.S. credit-card purchase
volume in 2006 to 3.8% in 2017. At
the same time, though, Discover’s
open, brand-neutered Pulse debit net-
work, generating 11 basis points of
yield on payment volume, increased
share from 2.2% of purchase vol-
ume in 2006 to 4.2% of total volume
in 2016.

Like Discover, American Express
is semi-open, but because of higher
interchange and cardholder spend, it’s
enjoyed greater success in rewarding
third-party issuance.

Initially closed-loop systems Alipay
and WeChat Pay built momentum on
Alibaba and Tencent, respectively. Out-
side China, however, like UnionPay,
they’re partnering with third-party mer-
chant acquirers.

Promiscuous Partnering

Challenger cross-border systems and
free domestic person-to-person plat-
forms have chipped away at traditional
money-transfer networks’ transaction
economics. Western Union’s, Money-
Gram’s, and Euronet’s compliance
coverage and promiscuous partnering
on the send and receive sides of their
networks give them moats for now.

No cryptocurrency has achieved
critical mass or relevance in retail
or P2P payments. Cryptocurrencies’
best path to building usage is to lever-
age established systems. For example,
Xapo cleverly enabled users to spend
Bitcoin in fiat currency with a debit
card using Visa’s network.

However, in January, 2018, Visa
killed the program. Ripple is trying
to get in the door by providing cross-
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transactions and maintains, or better yet
enhances, brand visibility, its worthwhile
even at the cost of sharing economics.

border payments messaging to banks,
with a view to their ultimately using
its XRP currency.

Payment hubs’ raison d’étre is
to lower the cost and time to mass
payment-system interoperability. For
example, ModoPay enables banks,
processors, and merchants to plug
into a host of traditional payment net-
works and nontraditional currencies,
such as loyalty points—all with one
connection.

The Final Lesson

But many payments coalitions fail.

The Euro Alliance of Payment
Schemes attempted unsuccessfully
to build critical mass in Western
Europe by interoperability between
national networks Electronic Cash,
PagoBancomat, Multibanco, Euro
6000, and Link, and pan-European
Eufiserv. None of the stakeholders,
however, was willing to invest mean-
ingful resources building EAPS’s
value proposition and brand. None
had skin in the game.

The grand coalition of U.S. mer-
chants, MCX, had Money2020 key-
notes three years running. It attempted
to build a merchant-centric payment
system, CurrentC, to take a pound of
flesh from American Express, Dis-
cover, Mastercard, PayPal, and Visa.
There were several problems.

Notwithstanding the zeal of MCX
members—Walmart in particular—
to reduce payment-acceptance costs,

there was never a compelling use case
for CurrentC. Additionally, merchants
don’t play well together. While many
have their own highly successful
retail credit card programs, they have
no history of successful collaboration
in general-purpose payment systems.

Similarly, the joint venture of giant
carriers AT&T, T-Mobile US, and Ver-
izon, Softcard, which was piloted in
Austin and Salt Lake City, fizzled.
The venture sold the remnants to
Google. While some carriers individu-
ally have developed successful pay-
ment systems in emerging markets—
for example, M-Pesa, Airtel Money,
and Ecocash—their efforts in mature
payments markets, individually and
collectively, have largely failed.

In 2003, the behemoth European
mobile network operators Vodafone,
Orange, Telefonica, and Deutsche
Telekom’s T-Mobile, and the world’s
largest payment processor, First Data,
attempted to develop a payment net-
work called Simpay. It never found a
path(s) to spend-and-acceptance criti-
cal mass. In 2005, they pulled the plug.

Still, the final lesson is that even
the world’s most powerful payment
networks can benefit from astute col-
laboration with facially competing
systems. And for weaker systems,
it’s critical. If interoperability boosts
network reach and transactions and
maintains, or better yet enhances,
brand visibility, it’s worthwhile even
at the cost of sharing economics. [
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How to Tell Which
Next-Great-Thing Will
Be the Next Great Thing

Rick Oglesby

Separating probable success from probable failure, in four handy rules.

things are about to dominate headlines and conference agendas. Most will die

E very October, the payments hype machine goes wild. A variety of next-great-
off quickly, so here are four rules you can use to focus in the right places:

Talk isn't just cheap, Speculative business Transformation is Big companies
it's a red flag models fail frequently ~  a rare event speculate

Let’s take these one at a time:

TALK ISN'T JUST CHEAP, IT'S A RED FLAG

Hype is inversely correlated with demand. Companies in demand don’t need it. Hype follows a cycle:

STEP 1 STEP 2 STEP 3
Launch a new product or company. Be as visible as possible in every Stop spending money on hype and do
conference, trade magazine, social some deals.

network, and market-research report.
Produce white papers outlining how
your product will be transformative.
Outlandish claims get attention,

so be grandiose.

Many companies never make it to step 3. The companies worth your time are step-3 companies.

SPECULATIVE BUSINESS MODELS FAIL FREQUENTLY

Always remember these two tests:

TEST 1 TEST 2

If the company can’t clearly explain what it does, and do If the examples it provides are not current, tangible,
so in a few sentences with examples, that company will and monetizable, it’s likely to fail even if it does make
not make it to step 3. it to step 3.

Companies that tout technology, but can’t describe a clear target market, or a clear problem that it is solving, or a simple
use case that makes sense and aligns with real, monetizable needs, are extremely common and not worth your time.
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TRANSFORMATION IS A RARE EVENT

The big payments success stories of the recent past—
Adyen, AliPay, PayPal, Square, Stripe, M-Pesa, and
Tencent/WeChat Pay—result from filling previously under-
served needs, not from transforming well-served needs.
Adyen made selling internationally accessible at the same
time that Google, Facebook, and Twitter were making
global marketing more achievable. AliPay and PayPal
made e-commerce payments accessible at the same time

BIG COMPANIES SPECULATE

that e-commerce was exploding. Square and Stripe devised
new products that enabled cost- and risk-effective ways to
serve previously ignored startups and micro merchants.

M-Pesa and WeChat Pay leveraged mobile devices to
create electronic payments systems in cash-based econo-
mies that lacked payments infrastructure.

None of these companies transformed an efficient,
popular solution.

Adoption of a new solution by large companies is not an
indicator of future success. A next-great-thing achieves
mainstream adoption when both profits and growth are prev-
alent. Beyond that, large-company adoption lends credibility
and staying power, but it does not constitute confirmation.

Apple’s 2014 adoption of near-field communication for
Apple Pay is a prime example. It helped solidify NFC as the
technology of choice for in-store mobile payments, but it has
not guaranteed success. NFC-based wallets have proven to
be a low revenue, slow growth, highly speculative market.

Let’s apply these rules to some of the products that have already been hyped as next-great-things and derive some conclusions:

CASE ONE

Blockchain and cryptocurrencies

TALK ISN'T JUST CHEAP, IT'S A RED FLAG

Extreme hype and speculation drove Bitcoin prices to a peak last December. Hype and prices have trended downward ever since.
It’s quite possible that the turn in December marked the point where blockchain moved from stage 2 of the hype cycle to stage 3.

SPECULATIVE BUSINESS MODELS FAIL FREQUENTLY

In 2014, a venture capitalist told me his blockchain investments would pay off when a country in crisis adopted Bitcoin
as its national currency. I’ll call that a speculative expectation, as is any of the following:

3. Companies touting cryptocurren-
cies or blockchain as their product.

1. Payment-acceptance companies
enabling cryptocurrency accep-
tance, even when there is virtually
no consumer demand for cryptocur-
rency payment.

2. Companies using cryptocurren-
cies as funding vehicles, such as
using initial coin offerings to raise
capital to build their businesses,
which will eventually enable trans-
actions using their currencies.

Look for real solutions to real problems, like managing payments that the banking system doesn’t handle well. Interna-
tional transfers are expensive and tedious and domestic cannabis sales are cash-based due to federal regulations. They are
underserved needs that can be served through blockchain and cryptocurrency solutions.

BIG COMPANIES SPECULATE

There are many large companies investing in blockchain. The list includes Apple, Google, IBM, Microsoft, Oracle, Bank
of America, Chase, and Wells Fargo. Yet when you Google “blockchain success stories,” you can’t find anything less than
six months old. The few stories to be found are loaded with words such as “trial” and “potential,” “explore,” “research,”
“pilot,” and “venture.” Billions have been invested in blockchain but it’s tough to find a single success story.

CONCLUSION

Blockchain hysteria seems to be ending. There is a very small set of realistic use cases for which monetizable products can
be built. Focus on those and ignore any company that promotes technology or currency first and value-delivery second.
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THE ONLY MAGAZINE COVERING
THE TUTAL PAYMEN TS MARKE T

In 2015, there were 131.2 billion digital transactions in North America.
Digital Transactions magazine covered them all.
It is the only publication addressing the total market.

Financial institutions, independent sales organizations (credit and
debit ISOs, ATM deployers and value added resellers), processors,
along with the top tier retailers all turn to Digital Transactions
for the trends affecting the payments market and, more
importantly, their livelihoods.

Covering the electronic payments business for 13 years,
Digital Transactions magazine is your independent source for
changes affecting the payments market. Digital Transactions
is also available in a digital edition on our web site,
DigitalTransactions.net

Subscribe today by going to Bolandhill.omeda.com/dtr/
to start tackling the ever-changing
payments market.



CASE TWO

Digital wallets and peer-to-peer (P2P) payments

TALK ISN'T JUST CHEAP, IT'S A RED FLAG

PayPal has included P2P payments in its digital wallet
since the beginning. Braintree acquired Venmo’s digital
wallet and P2P payments service in 2012, which PayPal
in turn acquired in 2013 when it bought Braintree. Square
launched its P2P payments service (Square Cash) in 2013.
Google has been iterating through digital wallet and P2P
payments solutions since at least 2011. Visa has been

enabling P2P solutions also since at least 2011. Apple
launched its wallet in 2014 and its P2P service in 2017.

Digital wallets and P2P services have been around
for a long time. Their hype cycles are over and the step-3
companies have been identified. Today’s media coverage
focuses on growth driven by Square Cash, Venmo, and
Zelle. That’s not hype.

SPECULATIVE BUSINESS MODELS FAIL FREQUENTLY

Digital wallets and P2P payments are not monetizable.
Banks and payment networks are blocking wallet provid-
ers from earning revenue through merchant payments.
Consumers aren’t willing to pay fees to pay their friends.
To monetize wallet payments, wallet providers need
their own acceptance networks. Only PayPal has that. There

TRANSFORMATION IS A RARE EVENT

is no proven way to monetize P2P services. PayPal and
others use P2P services to attract customers and funds that
can be monetized through other products. As standalone
products, digital wallets and P2P services are very specula-
tive. They can, however, serve as efficient sales engines for
companies with complementary, monetizable services.

Digital wallets and P2P services seek to transform multiple services. Transformation of efficient, popular solutions is rare,
but profound success can come from filling previously underserved needs. Digital wallets and P2P services do some of each:

1. NFC-based digital wallets seek

to transform in-store payments per-
formed through card taps or dips
with phone taps. This is an effort to
transform a well-served, efficient,
and popular product (payment cards).

underserved need.

BIG COMPANIES SPECULATE

All of the relevant digital wallet and P2P providers

are big companies. Zelle is co-owned by major banks.
PayPal and Square are publicly traded with multibillion-
dollar valuations. Apple, Facebook, Google, Samsung
and others all participate in the digital-wallet and/or P2P

CONCLUSION

In cash-based countries lacking electronic payments infra-
structure, digital wallets and P2P services can be a real

Whether you’re a multidecade payments veteran or a
newbie, these four rules will help you understand payments-
market dynamics. You’ll understand why businesses that
thrive in Kenya and China won’t work in the United States,
why Square Cash is valuable to Square even if it will never
be a billion-dollar business, why NFC isn’t and won’t be
the growth engine behind Apple Pay, and how best to invest
your time when looking for the next great thing. 11
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2. P2P payments compete with
checks and cash, both of which are
outdated, inefficient payment media.
Digital P2P payments is clearly an

3. Online digital wallets improve Web-
based and in-app checkouts by auto-
mating the payment process and pro-
viding security. PayPal has proven that
this is monetizable. Evolving technol-
ogies provide new opportunities.

payments markets. Their services are growing but none
has demonstrated the ability to directly monetize wallets
or P2P payments. They use these services to acquire

or strengthen customer relationships to be monetized
through other services.

business. Elsewhere they are not. They are complementary
services that can help great companies be a little bit greater.
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ENDPOINT

The Far-Reaching
Impact of Same-Day ACH,
One Year After Launch

Competition from faster payments pushed the automated clearing house to introduce

Sarah Grotta

is director for

the debit and
alternative products
advisory service

at Mercator
Advisory Group,
Maynard, Mass.

SDA is value-priced.
This positions

ACH as the price-
comparison point
for all other domes-
tic payment types
being considered,
particularly where
instant transaction
delivery is not the
primary payment
objective.

same-day processing, but now the ACH may well turn the tables, says Sarah Grotta.

credits and debits have been available in the
United States. Here’s a quick refresher of SDA
volumes reported thus far by NACHA, the gov-
erning body for the automated clearing house:

I t has been a year since same-day ACH (SDA)

» 56.8 million credit transaction and
$72.5 billion dollars processed in 2017,

» 18 million debit transactions and
$14.5 billion dollars processed in 2017,

» 75.1 million total transactions and over
$87 billion in dollar volume in 2017,

» 41 million transactions through the second
quarter of 2018, representing over 200%
growth compared to the prior-year period;

» Primary SDA use cases include consumer
bill pay, payroll, and business-to-business
payments.

That’s not a bad start for a 1-year-old. In its
favor, SDA has a built-in network, developed
over decades through integration with over
12,000 U.S. financial institutions, that reaches
nearly every U.S. transaction account. Hundreds
of thousands of businesses can send SDA, and
received SDA transactions can be fully pro-
cessed, reconciled, and recognized by their
account systems. This is the kind of ubiquity
that newer faster and real-time payment options
can only dream of.

The comparison of SDA to real-time payments
is purposeful. Although SDA doesn’t operate in
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real time and never will, it is being influenced by
the development of new payment rails, and in turn
is leaving its mark on the development of faster
payments in the United States.

Consider that NACHA has just recently
received approval from its membership that will
extend the processing day by two hours, and to
add another processing window for SDA, which
will allow a faster option for more ACH transac-
tions. Weekend and holiday processing is being
considered too. Five years ago, processing on
what was then considered non-business days
was unthinkable, but the emergence of other
faster-payments services is creating the need for
ACH to increase its speed and availability.

‘New Tricks’

Further progress has been underway for ACH
modernization through the development of stan-
dardized application programming interfaces
(APIs) for some ACH capabilities, as well as
support for ISO 20022 messaging. These new
tricks from an old payment type like ACH will
preserve its viability as a payment option as
new real-time, near-real-time, or just plain faster
payments begin to emerge.

SDA is already seeing competition for pay-
ment transactions from Mastercard Send and
Visa Direct credit-push payments, which are
attracting volume for person-to-person (P2P)
transactions and business-to-consumer (B2C)
disbursements delivered within minutes and



SPONSORED CONTENT

DOES YOUR POS PARTNER
HELP YOU CLOSE SALES?

As technology drives us into a new era of retailing, merchants are starting to
view the omnichannel experience as necessity over novelty, and with that comes
high expectations for the newest streamlined POS solutions. Fortunately for the
MLS and ISO community, Electronic Payments is invested in something greater
than just engineering. And while Silicon Valley and private equity businesses
remain focused on product development, they're not invested in the overall

merchant experience.

Don't get us wrong. The ability to scale in the fintech
arena is imperative to remain relevant. We have to
meet ALL merchant expectations in order to achieve
wealth and success in this industry, and Electronic
Payments can help you do so! If your POS software
is not releasing new updates and features on a
frequent basis, you'll need to answer some uncom-
fortable questions. You should see ongoing improve-
ments and profitable features in your POS offering,
such as support for Cash Discounting. A solution like
Exatouch®, Electronic Payments’ proprietary point
of sale, publishes monthly software release notes

to ensure our sales partners remain up to speed on
product advancements. Today's merchants run from
stagnation, and tools like these make it easier to sell,
consult, and remain engaged with clients long-term.

If your POS partner does not provide access

to their internal Sales Engineer Specialists for
ongoing training and product demonstrations, then
you're missing out on the most valuable sales
resource for your business. Exatouch’s dedicated
Sales Engineers provide a direct line into the heart
of the marketplace, keeping you on top of industry
trends, features in high demand, and product
updates. Furthermore, they address merchant
network requirements, hardware upgrades and
pricing, as well as close negotiations by navigating

the entire sales cycle. They handle objections,
properly set expectations, and make sure you're
not missing out on opportunities due to a lack of
product or industry intel. At the end of the day,
your POS partner should enhance your consultative
skills and empower you become a true business
advisor in order to capture more business.

In today’s POS environment, the merchant/agent
relationship doesn't end after the sale. After all,
the hard work begins after the merchant signs on
the dotted line. Make sure that your POS partner
oversees the entire setup—from menu/inventory
builds and software imaging to deployment and
24/7 in-house technical support. By doing so,
you can expedite all setups and handle escalated
circumstances as they arise. Electronic Payments
manages our own inventory, provisioning and
shipping, allowing us to address warranty issues
with the utmost speed and keep your merchants up
and running. This level of involvement indicates a
provider’s dedication to your success, as opposed
to those who simply sustain engineering and
cultivate their own bottom line.

Adapting to merchant needs is the only way to
survive these changing retail times, and it takes
more than just innovation to harness true success.

If your POS partners are not helping you throughout the entire
sales and discovery process, contact Electronic Payments at
800-966-5520, ext. 223, to see how we can grow your

point of sale business and ensure that you'll always be closing!
Keith Ashcraft, Director of Corporate Recruiting | 800-966-5520, ext. 223 | keith@electronicpayments.com




sometimes seconds. Early Warning’s
Zelle platform will process well over
$100 billion in P2P transactions this
year, according to predictions by Mer-
cator Advisory Group, and is moving
aggressively into B2C disbursements.
What’s more, after The Clearing
House’s launch last November of its
real-time solution, followed by deafen-
ing silence, it was recently announced
that integration with The Clearing
House’s largest owner banks has been
in development and they will have the
capability to reach 50% of all U.S.
transaction accounts by year-end 2018.
Without the competitive pressure
of the real-time payments initiatives,
NACHA would not have moved for-
ward with SDA or received member-
ship approval for its enhancement.
There certainly wouldn’t have been a
reason to embrace ISO 20022.
Competitive pressures go both
ways, however. In addition to the
near-ubiquitous reach that ACH
enjoys and other networks will seek
to copy, NACHA has also increased
the allowable per-transaction amount
from $25,000 to $100,000, which
would make SDA more attractive for

business-to-business payment activ-
ity. Other faster-payment types will
have to quickly increase their limits,
too, particularly if they want to par-
ticipate in B2B channels, as soon as
they feel comfortable that fraud can
be controlled successfully.

Pricing Issues

Another way that SDA will have a
defining impact on the development of
faster payments lies in transaction pric-
ing. SDA currently carries a fee of 5.2
cents more than the cost of a standard
or legacy ACH transaction. Financial
institutions can mark up this fee to their
customers for the premium service pro-
vided. At a premium price of pennies
per transaction for a payment that posts
and settles in the same day for both
credit and debit transactions (and might
have weekend and holiday processing
capabilities), SDA is value-priced. This
positions ACH as the price-compari-
son point for all other domestic pay-
ment types being considered, particu-
larly where instant transaction delivery
is not the primary payment objective.
How important is speed? The
answer appears to depend on the

specific use case. According to a sur-
vey of businesses conducted by PNC
Bank, greater value is seen in the
24x7x365 access that modern, faster
payments offer than in the actual
speed. Interestingly, at this early
stage of development, over half of the
respondents in that survey said they
had no plans at present to adopt a real-
time payments solution.

What we are witnessing now in
the payments industry is the competi-
tive one-upmanship of introducing
new faster-payments networks, plat-
forms, and products through a private-
industry approach, with notable assis-
tance from the Federal Reserve, but
not a regulated mandate.

Venerable old ACH continues to
learn new tricks, including the suc-
cessful rollout of same-day transac-
tions, to retain its relevance as more-
modern payments emerge. The new
payment types offering more efficient
technology and greater flexibility are
having to look over their shoulders
at incumbent payments. In this way,
ACH and SDA will drive the ways in
which new faster and real-time pay-
ments evolve. (11
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Open up new revenue streams.

Partner with

HUMBOLDT

At Humboldt Merchant Services, we know how to help you grow your pertfolio.
After all, we've lbeen providing customized payment acceptance solutiéns{-to retail,
ecommerce, and specialty merchants since 1992. So partner with Humboldt t-’bciay and
get your revenue streams flowing with solutions for every merchant, all supported by:

Whole new revenue streams for you, plus, the unparalleled customer service
you and your merchants deserve ... how's that for'a breath of fresh air?

JOIN THE 25-YEAR INDUSTRY LEADER TODAY.
877.457.4479 | HBMS.COM

INDUSTRIES WE SPECIALIZE IN:
Adult Content - Bail Bond Issuers - Business Opportunity - Buying Clubs - CNP Tobacco - Dating
Direct Marketing - E-Cigarettes - Extended Warranty - Firearms & Ammunition - And Many More




