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Key Facts

)} Changes and opportunities arising from the structural change in the payment transactions mar-

ket picked up by international stakeholders and, in particular, those outside the industry

) Banks faced with a choice: proactive cooperation or protectionist defenses

) The risk of Germany and Europe losing significance as financial centers (including regulatory

mechanisms) due to new protagonists mainly from outside Europe

}» National banks in innovative areas of business are currently focused on their own institutes and

singular solutions

}» The German banking industry have in place key prerequisites and instruments for the joint cre-

ation of innovative and comprehensive solutions, but no activities in this direction have yet been

initiated

Report

1. DEVELOPMENTS IN THE PAYMENT

TRANSACTIONS MARKET

Technological progress and regulatory re-
quirements are major drivers of change in the
financial sector in general; and in the pay-
ment transactions market in particular. To-
gether, they are leading to a break with the
proprietary payment infrastructures estab-
lished by the banking industry; and therefore
driving the increasing liberalization of the Eu-
ropean and international payment transac-
tions market.

Regulatory and Technological Develop-
ments

One of the main aims of the European Com-
mission is to promote innovation and compe-
tition in the market for financial services. Be-
sides previous and current efforts to consoli-
date and standardize by means of the PSD,
SEPA and other regulatory requirements, the
second amendment to the Payment Service
Directive (PSD Il) in particular marks a struc-
tural change. Among other things, it requires
European banks to enable third parties ac

cess to accounts. This means the banking
payment transaction infrastructure will be
available to establish new business models
as of 2018.

Furthermore, ongoing technological develop-
ments will also give way to the development
of new business models. These include con-
tactless communication standards (NFC,
BLE, virtualization solutions for card pay-
ments, including tokenization), as well as es-
tablishing new authentication processes (bi-

ometric and behavioral).

Overview of Activities in the Field of Pay-
ment Solutions by Market Participants
Outside of the Industry

Technology service providers are making
use of the opportunities resulting from
changes in the market and offering their cus-
tomers superior solutions as compared with
products offered by banks. Depending on the
focus, they implement their solutions either in
their hardware or in the services they pro-
vide.
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Figure 1: Global Creation of Payment Platforms by Technology Service Providers

this context must be assumed.

The first group comprises hardware special-
ists; such as Apple, Google and Samsung
(most recently, Microsoft too); who are rolling
out their own; highly user-friendly payment
systems (Apple Pay, Android Pay, Samsung
Pay). Firstly, the service providers put their
focus on enhancing customer loyalty in order
to strengthen their business model and thus
achieve increased revenue with their own
hardware, particularly smartphones (Sam-
sung) or more targeted, E2E advertising
(Google). Secondly, they focus on achieving
ownership of their payment transaction-rele-
vant data — an increasing sensitivity to the

profitability of in-house payment handling in

In addition, telecommunications service pro-
viders such as Vodafone, Telefénica and
Deutsche Telekom are entering the market
with hardware-based concepts, i.e. in the

field of smartphones with SIM-based pay-
ment solutions. In these cases, the SIM is of-

ten taken as the secure element for security-

relevant data on the smartphone.

The second group comprises of providers of
instant messaging services (Facebook with
Facebook Messenger and WhatsApp, Ten-
cent with WeChat) with particularly large
numbers of customers, or existing models,
such as AliPay. They integrate payment pos-
sibilities into their services, thus occupying
the customer interface in this way. The same
goes for well-established providers of cus-
tomer loyalty programs, such as Payback

(Payback Pay).
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, Apple is first mover and aims to assert high
. Pa qualitative standards', and wide
y proliferation but charges between 7 (CN) and

15 (US) basis points

SAMSUNG
pay

Samsung is fast follower and aims to defend
market share, therefore renounces
transactions fees, supports all card types and
MST terminals

Android does not take transaction fees and
is open for credit and debit cards. Solution

pay

works both on Android and Samsung devices

1 Support of both credit and debit cards is prerequisite, .95% offering”

Figure 2: Focus and Objective of Technology Providers

Credit Card Schemes as a Bridge to Infra-
structure

The majority of the new services listed is
based on the use of established payment
transaction infrastructures owned by the
Amex, MasterCard and Visa credit card
schemes. This is no coincidence because
the international service providers have rec-
ognized the tipping point: They are making
huge investments in the transformation of
their own backend structures to accommo-
date the new world (tokenization, digital
cards dPAN; RESTful APIs) and are provid-
ing these to technology service providers
through strong partnerships. This technolog-
ical infrastructure is also being offered to
banks for consciously low prices (sometimes
even for free). The motivation behind this is
clear: Acquiring ownership of the basic data
streams in the payment transaction process
and; therefore the transfer of their business
model into the new, digital world.

The result is that the market opening brought
about by the regulators and the competition
opened up by the technology service provid-
ers are leading to a breakup of the previous
characteristics of the infrastructure. Payment
options with value added are being inte-
grated; the aim is not usually direct moneta-
rization — rather, payment solutions are used

as a leverage for other aims.

The result is that the market opening
brought about by the regulators and the
competition opened up by the technology
service providers are leading to a
breakup of the previous characteristics of
the infrastructure. Payment options with
value added are being integrated; the aim
is not usually direct monetarization — ra-
ther, payment solutions are used as a lev-

erage for other aims.
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Figure 3: Bank Alternatives to Apple Pay

2. BANK OPTIONS

On the one hand, banks are faced with the
dilemma of having to offer their customers in-
novative solutions in order to not completely
lose their custom and to keep participating in
successful ecosystems, but at the same time
however, keeping the customer interface in
the bank’s own sphere of influence and thus
not losing ownership of the transaction. In
this regard, there are two different types of
reactions that can be clearly observed on the
market: cooperation and defense.

a) Cooperation: Banks and third-party
service providers offer new services in
order to proactively counter changes in
the market and adopt a leading position.

Banks are increasingly working together
with FinTechs with regard to payment
transactions and access-to-account so-
lutions one well-known example is the
partnership between Deutsche Bank
and various third-party service provid-

ers, which includes the aggregation pro-
cess of creating an inter-bank account in
the online/mobile banking frontend and
offering additional services, such as a
safe for documents.

Payment service providers cooperate
with new payment service providers in
order to guarantee and/or accelerate
their market access within the EU and
within Germany: The prepaid credit card
boon from Wirecard makes Apple Pay
possible, while the partnership between
Ant Financial and Concardis makes
AliPay possible.

This partnership comes with a hefty
price tag for banks: the loss of the direct
customer interface and sole ownership
of customer data; and in part, the addi-
tional services that distinguish the bank
from the competition.
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Focusing on the Customer Interface

Dominating the customer interface is
becoming a critical factor for business
success

L 7a
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Custome:

= Payment transactions provide strategic
contact points along the customer journey

= Added-value services for customers, such
as PFM and Robo Advisory, are based on
the evaluation of data originating from
payment transactions

Decision-making authority does not lie with
the bank; rather, the customer chooses the
ideal entry point which is most convenient
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Technology providers and schemes are working
on jointly occupying the customer interface

] Wallet Token service
I provider provider

Account
holding
bank

Payment fransactions have inherent strategic
significance as customer interfaces and
data providers

Significance recognized by schemes and
technology providers — working together
todominate precisely this ecosystem
Loss of “data stream” from payment
transactions makes added-value services
(such as Robo Advisory) offered by banks
obsolete

Creation of a parallel ecosystem using schemes and technology providers poses the risk of European
and German banks being degraded to infrastructure-only service providers

Figure 4: Approaches for Occupying the Customer Interface by Banks and Innovators

b) Defense

Certain competitors, which; together;
make up the majority of the overall mar-
ket, are pursuing a defensive strategy

and taking a protectionist stance.

This is shown in particular in the amal-
gamation of the Paymit and TWINT pay-
ment systems in Switzerland: Creating a
national payment system in advance of
the Swiss market entry of Apple Pay,
with the participation of the five biggest
banks and telecommunications service
providers, as well as the two biggest re-
tailers. The defined goal is to provide a
payment service that is tailored to the
peculiarities of the Swiss market and
with a more comprehensive range of
functions than offered by proprietary
systems. In this case, the media atten-
tion given to the announcements by Ap-
ple were partly used to great effect in im-
plementing a national Swiss solution. At
the same time, initial activities by Apple
to break up the protectionist stance have

been observed with regard to the usabil-
ity of the NFC interface by third-party so-
lutions. As a result, the Swiss consumer
protection body has brought a case

against Apple to open up the interface.

3. EFFECTS ON GERMANY AND

EUROPE AS FINANCIAL CENTERS

Besides the immediate significance for the
competition, the penetration of international
technology service providers from largely
outside the EU also has other far-reaching
implications. For example, with regard to
Germany and Europe as a financial center,
there is the risk that payment transactions
could migrate completely into the hands of
US or Asian players — including a wide-scale
decoupling from European or national regu-
lation.

This trend is also reflected in the often very
close partnerships between international
schemes and technology providers. One
such example is the market launch of Apple
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Pay in Australia and Canada, which Apple
managed to orchestrate completely inde-
pendently of the national banks by means of
a sole partnership with American Express.

Similar scenarios have already been realized
in partnerships between Wirecard (Boon),
MasterCard and Apple. From an economic
point of view, this holds the risk that Germany
and Europe as financial centers may lose

structural significance.

4. APPROACHES BY GERMAN BANKS

In Germany, banks are generally pursuing
the approach of operating on the market with
in-house solutions in competition with other
market participants in the German banking
industry. This can be seen in the relevant
fields relating to payment transactions.

E-Commerce

The German banking industry already
started out on the path towards developing
and establishing the joint e-commerce pay-
ment system paydirekt several years ago.
This was a major milestone in the partner-
ships within German banking. Some banks
or banking groups, however, continue to
adopt increasingly parallel or alternative so-

lutions, such as the girocard online project.
Mobile Payments at the Point of Sale

The Genossenschaftliche and Sparkassen
Finanzgruppe banking group is focusing on
an NFC-based solution in partnership with
telecommunications service providers Tele-
kom and Vodafone in order to address sta-
tionary retail (mobile payments with girocard
mobile). This solution is based on an NFC-
enabled SIM card. Some private banks an-
nounced their initial testing phase for fall
2016, and are also working on in-house
NFC-based payment systems from their own
banking apps.

Peer-to-Peer Payments

Transferring sums of money between private
individuals (peer-to-peer payments, or P2P),
for example when people go to a restaurant
together and then split the bill, is increasing
in relevance and is often a strong customer
loyalty tool as a result of the high frequency
with which it is used. PayPal has also been
offering its P2P service in Germany since
2015. The banks have positioned their own
in-house solutions inconsistently in the mar-
ket. DKB, for example, offers its customers
the P2P solution from Cringle; Deutsche
Bank will also offer a P2P solution as part of
the revision of its DB mobile app. The Spar-
kasse group, however, plans to work with the
Volksbanken Raiffeisenbanken  banking
group to develop their own P2P solution,
Giro4Friends.

The singular solutions are unlikely to suc-
ceed as a result of the lack of critical
mass and the limited scope of influence
of the platforms; they will likely lead to
collective failure and large-scale bad in-

vestments.

5. SOLUTIONS FOR THE BANKING

INDUSTRY

Banks should focus less on the competition
in terms of their actions and more on the cre-
ation of joint, more competitive systems for
the German — and perhaps also the Euro-
pean — financial market. The prerequisites
are good.

Customer Interface and Trust

Generating a critical mass with regard to cus-
tomers is and remains the pivotal focus of
launching new products and innovations.
The established banks have a large number
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of customers and still enjoy utmost trust, de-
spite the part they played in the banking cri-
sis and their misconduct.

The paydirekt Technology Platform

In its paydirekt platform, the German banking
industry has an inter-bank, joint technological
basis drawing on state-of-the-art technology
that can be scaled almost limitlessly and that
would generally provide a large number of
additional services and expansions. It would
be feasible to expand it with peer-to-peer
payments or the creation of a completely
cardless digital mobile payment solution for
use at stationary POSs. In addition, paydirekt
would also be the ideal vehicle for the tech-
nical realization of the access-to-account re-
quirements of PSD II.

Girocard Scheme

With the Girocard, the German banking in-
dustry has at its disposal a joint scheme on
the German market with broad distribution

and excellent acceptance. This could be
used effectively and with little setup time for
a joint mobile payment initiative until a card-
less solution based on paydirekt could be im-
plemented.

Conclusion

Established banks are faced with the
challenge of having to completely reas-
sess the strategic alternative of either co-
operating with new service providers or
adopting a defensive stance in the con-
text of changing ecosystems. In order to
shape this development, the banks will
have to draw on the strengths of the en-
tire industry. In this respect, key prerequi-
sites have already been met; the mostim-
portant thing now is to continue to de-
velop this basis through inter-bank initia-

tives.
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