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Banks Can Still Make a Comeback in Merchant Payment
Acceptance

Introduction

Banks continue to lose market share in the distribution of new small business (SMBs)
merchant acceptance but remain an important distribution channel for physical point-of-
sale merchants (Flagship estimates ¢.20% in the US and UK and 55% in the EU as shown in
figure 1). Although banks have predominately competed against PSPs for some time, ISVs
and SaaS$ platforms have emerged as the more meaningful competitors. This is driven by
the common SMB buying cycle in which they select their underlying Saa$S platform prior to
their banking relationship, and a strong propensity to use the default payment acceptance
option that is bundled into the Saa$S platform.

SaaS/ISVs are especially powerful distributors of e-commerce payment acceptance
solutions where banks tend to be significantly weaker distributors due to the more technical
nature of the sale (not to mention that most banks continue to underinvest in e-commerce
capabilities, and as a result, their product often significantly lags PSPs and I1SVs/Saa$).

Figure 1: Distribution of SMB Payments by Channel
(directional estimates; % of new merchants signed and active in 2023)
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Banks’ Challenges in Excelling in Merchant Acceptance

Banks face numerous challenges when it comes to merchant acceptance (detailed in figure
2), and from an executive-level perspective, the key challenges we observe are:
e Flawed operating model: often a result of trying to rely too much on in-house
operations, which distracts from higher-value distribution focus
e Over-milking the cash cow: failing to continually and sufficiently invest in
technology, product, and distribution
o Difficult to work with: although appropriately focused on risk management,
lawyers and risk departments can make banks challenging to work with
e Lack of specialized focus: success in merchant payments requires specialization
which banks struggle to achieve when acquiring is just one of many products
e Culture clash: banks have a poor track-record for integrating fintech acquisitions
driven by the challenges of migrating from a small/casual/tech-driven culture to the
more bureaucratic culture of a bank

Figure 2: Bank Challenges in Merchant Acceptance
(non-exhaustive observations)

* Does not fit into the bank “factory” approach of shared
IT and operations for multiple products

= Bankers can generate leads but can't answer
questions, close sales, or do servicing effectively

Technical
Complexity
and Support

Difficult to
serve
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= Banks find it difficult for their channels to offer more
than 1-2 versions of a product, but acquiring must
serve very divers customer needs

* Most banks are risk-averse and, therefore are not able

Risk aversion . . -
to capture higher margins from riskier merchants
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* Many banks are not large enough to generate
economies of scale in acquiring

* Merchant acquiring has a lower lifetime value than
other core products and therefore is not worth
focusing on

* Many banks under-invest in acquiring because the
direct economics do not justify significant investments

* This leads to a viscous circle: under-investment in
product leads to lack of competitiveness, which further
decreases the rationale for investment

* Most banks award bankers incentives based on LTV

= As acquiring has lower LTV, incentives are lower, which
leads bankers to de-prioritize acquiring

* Acquiring is a complex sale, reducing bankers’
willingness to invest time into sales

» Overall bank marketing campaign calendars will
typically include prioritization based on LTV

* As a result, acquiring has low prioritization and
receives few slots for outbound campaigns

= Relatively lower LTV leaves little room to fund
promotional offers that are necessary to overcome
natural customer inertia and switch from their current
acquirer to the bank
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The root cause of many of these challenges is that as a product, payment acceptance is
minor in the broader scheme of a bank’s P&L that demands specialization and continuous
investment into product and go-to-market strategies. It is often difficult for banks to
internally justify the “real estate” and resources necessary to be truly successful in payment
acceptance.

Bank Merchant Acceptance Propositions

Flagship recently researched how select top U.S. and European banks position payment
acceptance in their broader transactional banking product set on their websites. Key
observations include:

U.S. banks have generally clear propositions for SMB and corporate payment
acceptance, with most offering similar packages and price points for SMBs (figure
3A)

European banks have less clear and harder to find propositions, and generally do
not release pricing on their website (figure 3B)

Payment acceptance is clearly not a priority product, with most banks requiring ca.
3 menu clicks to reach the payment acceptance product page from the home page
(figure 3C and 3D)

U.S. banks use relatively generic key selling points in positioning their acceptance
products, with security, fraud prevention, and quick funding commonly mentioned
(figure 3C)

European banks take a somewhat more product feature-driven approach, and are
somewhat more specific in their key selling points although with wide variance
(figure 3D)
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Figure 3A: Banks Merchant Acceptance Product Proposition
(as advertised on their website)
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Figure 3B: Banks Merchant Acceptance Product Proposition
(as advertised on their website)
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Figure 3C: Banks Merchant Acceptance Product Proposition
Selling Points
(as advertised on their website)
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Figure 3D: Banks Merchant Acceptance Product Proposition
Selling Points
(as advertised on their website)
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Why Banks Should Market Payment Acceptance

Despite these findings, fundamentally, there are strong quantitative and qualitative
rationale for banks to market and focus on payment acceptance (figure 4) including:
e Quantitatively higher customer lifetime value;
e Higher deposit balances;
e Stronger overall transactional banking proposition and customer experience; and,
e Generates monetizable transactional data.

Figure 4: Reasons for Banks to Market Payments Acceptance
(non-exhaustive observations)

QUANTITATIVE

Attractive non-interest income stream

Acquiring merchants have higher deposits

Acquiring increases stickiness and lowers
attrition rate

In combination, customers with acquiring have higher Life-Time
Value (LTV)

Acquiring businesses carry higher valuation multiples than banks

QUALITATIVE
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The recipe for banks to improve their distribution of payment acceptance is clear, as we

describe in figure 5 below:

e Align stakeholders on the “why”;

e Bundle acceptance into the broader transactional banking proposition;

e Focus on sales force tactics, measurement, and incentives;

e Master the basics of managing existing merchants;

e Do not underestimate the power of a clear, attractive web page and digital
marketing basics;

e Execute basic acquisition campaigns via bank channels; and,

e Testand learn based on campaign results.

Figure 5: Banks Best Practices to Succeed in Merchant Acceptance
(non-exhaustive observations)

Internal
Alignment &
organization

Product &
Bundling

Sales Training
& Incentives

Managing
Existing
Merchants

Marketing &
Web Page

Campaign
Planning &
Execution

Measuring
Performance

= Internal alignment with sales
= Dedicated team to support the physical sales force (bankers) in

selling payment acceptance

= Separate stand-alone team for Key Accounts

= Easy to understand product (for salespeople and merchants)

= Simple pricing and competitive features

= Easy application and onboarding

= Seek opportunities to bundle (e.g., 'free’ as part of premium
account, lower monthly fees if purchased with current account,
promote with factoring, etc.)

= Prepare ‘initial’ training programs for small groups, focusing on
product, process and sales

=Ongoing training programs

= Alternatives to $ commissions: points, prizes, contests

= Avoid miss-selling by training, assess needs and add controls

= Apply tech tools for selling

= Communicate new products and features

= Track performance (LTV, volumes, etc.)

= Easy merchant upgrades

= Apply tech tools for maintaining customer base (automatic
triggers, offers, etc.)

" Website product page should have 3-5 key selling points, simple
pricing, structured bundle comparison and Q&A

® Draft marketing/ campaign objectives, draft key selling points,
run tests, implement winning concepts/design, and distribute

* Campaigns should be promoted on main web page

®* Planning: Plan timing in advance, create clear value prop and
offer, define target groups, evaluate appropriate channels

= Execution: Promote campaign via bank online website (banners,
pop-ups), branches (contest for bankers) and/or outbound direct
marketing (emails, SMS, notifications etc.) to target groups

= Analyze trends and opportunities

» Supplement with frontline insights

= Standard reporting package

= Send sales performance reports and results to sales managers
= A/B test products, pricing and campaigns, continuously

Source: Flagship Advisory Partners analysis
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However, it is often difficult for banks to execute on these opportunities, and many have
chosen to change their operating model from in-house to various forms of partnerships
with PSPs. While no partnerships are perfect, they can create a stronger combined business
by combining complementary strengths (figure 6).

Figure 6: Common Strengths & Weaknesses of Banks vs.
Merchant Payment Specialists
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Management

Low

Wide brand recognition

Limited marketing, typically
one campaign per year via
branches

Bare minimum

Limited

Basic products only

Can offer complementary
products such as deposits,
FX and ACH

Limited, often fall back on
low prices to compensate
for lack of product

Primarily branches, which
creates broad, low-cost
distribution

Primarily reactive sales to
walk-ins

Legacy, limited functionality

Sub-scale, no/low
automation

Limited capabilities,
therefore avoid risk and do
not achieve higher margins
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services, but usually only
closely tied to acquiring
Sophisticated pricing
methodologies to maximize
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Partners, digital, direct sales

Aggressive, outbound sales

Proprietary, high investment,
high functionality

Scaled, highly automated

Specialized risk
management to enable
broader customer segments
and price higher for the risk

Strengths Weaknesses
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The most common form of partnership we observe today is a Contractual Alliance, also
called a Revenue-Sharing Alliance in North America. In this arrangement, the bank acts as
the primary distributor with the PSP providing the product and operations. However, as we

illustrate in figure 7 below, there are other types of operating model options.

Figure 7: Overview of Bank Operating Models for Merchant Acquiring

(represents the common structure; several variants exist)
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Conclusions

Regardless of the operating model chosen, we continue to believe that there are sizable
opportunities for banks in payment acceptance and that most banks have the capabilities
to capture these, provided they choose the right operating model for their needs and are
able to muster the internal alignment to execute well. To summarize, our take on key
opportunities include:
e Brand, trust, distribution: bank brands are still among the most trusted in the
market
e One-stop-shop: banks have the advantage of being able to offer a one-stop shop
for banking and payments
e Cards + A2A payments hub: merchants want, but generally lack, a single
comprehensive dashboard for all their transactions
e B2B verticals: banks are positioned to succeed in B2B verticals where A2A
payments, check services (in North America), and commercial card issuing are
important parts of the overall value proposition
e Float: banks have built-in models for monetizing the float benefits of merchant
acquiring

Please do not hesitate to contact Erik Howell at Erik@FlagshipAP.com and Emilia Cavallini
at Emilia@FlagshipAP.com with comments or questions.
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