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Visa
The Erosion of Network Effects by Bank Token Services

KEY TAKEAWAYS

The ability of Visa to enjoy the same network effects in digital payments as in card-based
payments depends on it being able to establish the same duopoly with Mastercard over the
tokens which virtually represent cards in smartphones and other IP-connected devices as it
enjoys over the primary-account-numbers or PANs embossed on the front of plastic cards.

The challenge is that, while large banks have no interest in generating PANs, they are
committed to generating their own tokens for IP-connected devices because they want a
single architecture for both card- and non-card payments (such as Fast ACH). Indeed, on

July 26th, PYPL announced that it was integrating with the token services of BAC and JPM
alongside the previous integration with the Visa Token Service (VTS). We expect other large
“token requestors”, such as Apple Pay and Android Pay, to integrate with bank token-service
providers or TSPs so as to reduce the risk of lock-in to VTS; and there are reports that JPM is
already using its own TSP to tokenize Chase cards within Apple Pay.

While tokens are presented as primarily a security solution, they also have commercial
significance through token-routing rules: Visa, for example, insists that transactions using
VTS must be processed over VisaNet even in the case where the same bank represents
both cardholder and merchant (so that a transaction could be processed by “ON-US” ledger-
update rather than routed to Visa). The use of bank TSPs alleviates the constraints on
network competition imposed by these token-routing rules.

True, Visa has other defenses including the requirement that merchants have only one
acquiring bank – so that, regardless of TSP, a merchant cannot put in place ON-US settlement
procedures with both BAC and WFC, for example. But ChaseNet has circumvented this by
qualifying as a “closed-loop”, and so is allowed to conduct acquiring activities side-by-side
with a merchant’s primary Visa acquiring bank just as AXP and DFS do. And we believe BAC
and WFC could insist on similar exemptions either individually or, perhaps through Zelle as
it is extended from person-to-person (P2P) to point-of-sale (POS) payments, collaboratively
with other banks.
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Ratings

Stock Rating: Equalweight
Industry View: Neutral
Target Price: $95.00

Financial Data

Symbol: V (NYSE)
Rating/Target Price: EW / $95.00
Price (08/25/2017): $103.35
52-Week Price Range: $75.17 - $104.20
Diluted Shares Outstanding (mm): 2,385
Market Cap (mm): $230,864
Average Daily Vol (mm): 7.1
Book Value/Share: $11.55
Dividend/Yield: 0.6%
Net Debt (mm): $4,670
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Refer to page 9 for important disclosures and Analyst Certification. RenMac and its affiliated companies do not
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The analyst owns shares in the security.
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Visa: The Erosion of Network Effects by Bank Token 

Services  
Visa comments that it has to win a transaction twice: once with a 

merchant accepting the payment, and once with the consumer 

making it. The migration of payments to digital formats is changing 

the rules of engagement on both sides of the network increasing 

the disintermediation risk faced by Visa. The firm has responded by 

looking to reserve for itself the ability to generate tokens for Visa-

branded cards, and to insist through “token-routing” rules that 

transactions using the resulting Visa Token Service (VTS) are 

processed over the VisaNet “rails”. This note evaluates the strategy 

in the context of the desire of large US banks to act as token-

service providers (TSPs) themselves, and the announcement on 

July 26th that PayPal was integrating with the proprietary TSPs of 

BAC and JPM.  

The Merchant Level 

Traditionally, winning the transaction at the merchant-level has 

been about persuading a merchant to support Visa transactions for 

its customers and to display the Visa brand as a decal in a shop 

window and at point-of-sale. As the internet fracks into the 

physical economy, however, the definition of acceptance points 

must be expanded to include third-party apps running on IP-

connected devices including smartphones. These formats tend to 

integrate payments into the purchase experience instead of 

running it as a parallel utility. The result is that the Visa brand is 

pushed down the payment stack so that it is more Uber, PayPal, 

Android, Walmart, or Whirlpool who are branding the consumer 

payments experience, and less Visa.  

Visa has fought to preserve its brand-identity through, for example, 

its partnership with PayPal so that Visa digital card images are 

incorporated into payment flows for the PayPal wallet and the Visa 

Checkout buy-button will be distributed by PayPal’s Braintree 

gateway. But the challenge is the emergence of technology 

companies that are mediating the relationship between the Visa 

brand and merchants – either through branded wallets, as in the 

case of PayPal or Amazon Pay, or through gateways as in the case 

of Stripe and Braintree. For market relevance, these acceptance 

channels have been keen to work with Visa – as we saw with the 
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launch of Apple Pay – but they also provide a conduit for 

competitors as illustrated by PayPal’s enabling of (even if not 

steering towards) ACH and Apple’s backward-integration into 

payments processing through with the launch of Apple Cash.   

The Consumer Level  

Traditionally, winning the transaction at the consumer-level has 

been about persuading a bank to support Visa transactions for its 

customers and to display the Visa brand on its credit and debit 

cards. As payments migrate to digital formats, however, the 

definition of issuance must be expanded to include representing 

cards, through “tokens”, on IP-connected payment devices 

including smartphones. Through the EMVCo partnership with 

Euromoney and Mastercard, Visa has defined token specifications, 

and hopes both to monopolize the generation of tokens for Visa-

branded cards as well as build an ecosystem of vendors and 

developers who will support the provision, and lifecycle 

management, of these tokens in IP-connected payment devices.  

Furthermore, by insisting that transactions using the Visa Token 

Service (VTS) are processed over the VisaNet “rails”, Visa hopes to 

replicate in a digital environment its source of pricing power in a 

physical environment: if a consumer uses a Visa-branded card at 

point-of-sale, the transaction must typically process over the 

VisaNet rails (with the exceptions Durbin-regulated PIN debit 

transactions and ON-US transactions where the issuing banks is the 

acquiring bank and so can settle by book-entry). Indeed, the token-

routing rules extend even to the case where the issuing and 

acquiring bank is one in the same so that, if the transaction were 

card-based rather than tokenized, it would be settled “ON-US” by 

ledger-update rather than network-routed.  

The case of National Australia Bank (NAB) is illustrative. When 

launching its mobile payments solution, NAB Pay, in January 2017, 

the bank elected to tokenize Visa cards using VTS rather than 

acting as its own token-service provider (TSP). Visa’s insistence that 

Visa-tokenized transactions must be presented to the Visa network 

creates the oddity that if an NAB cardholder pays with plastic at an 

NAB acquiring merchant, the transaction can be processed off-

network (through ON-US ledger update) while the same 

transaction on a mobile phone is on-network. As NAB comments of 
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VTS adoption, “it’s a financial decision … you do your trade-offs 

against the cost of routing it out to the network service versus the 

investment you would have to put in to maintain your own [TSP]”. 

The challenge for Visa, however, is that monopolizing TSP market 

will be complicated by large banks in the US who want to generate 

proprietary tokens and maintain their own token vaults to map 

tokens to the underlying card accounts. COF and WFC have 

reportedly indicated that they are using the Visa Token Service 

(VTS) for their own mobile banking apps since they already use it 

for Apple Pay, and added that “they don’t think they are at risk of 

being locked in to Visa’s tokenization service since they believe 

they could shift to an in-house TSP if necessary”. And we have 

confirmed that WFC is running its own token vault which will 

facilitate a migration from VTS to a proprietary TSP. Furthermore, 

on July 26, PayPal confirmed that “we also announced new 

strategic relationships with JPM and, as of today, BAC to utilize 

their token services”; and there are reports that JPM using its own 

TSP to tokenize Chase cards within Apple Pay.  

ON-US Transactions and the Single Acquiring-Bank Rule 

For the time being, the benefit to banks of a proprietary TSP over 

VTS is that they can continue off-network processing for ON-US 

transactions. The limitation, of course, is that ON-US transactions 

comprise a small proportion of the market even at JPM which has 

~15% of both issuing and acquiring markets for card transactions. 

This limitation arises because the Visa rules require that each 

merchant have only one acquiring bank for Visa-branded 

transactions, and so cannot appoint, say, BAC as acquiring bank for 

transactions on BAC-issued cards and WFC as acquiring bank for 

transactions on WFC-issued cards.  

The exception is JPM which qualified ChaseNet as a closed-loop 

and so, like AXP, is able to enter into an acquiring relationship with 

merchants for ChaseNet transactions in parallel with that 

merchant’s acquiring bank for Visa transactions. As large banks 

build their own TSPs and large wallet-providers (more formally 

“token-requestors”) gain increasing scale, we expect Visa to come 

under increasing pressure to relax the single acquiring-bank rule. In 

particular, as Zelle is extended to physical point-of-sale, we expect 

banks to argue that it qualifies for closed-loop status. 
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Valuation 

To some extent, the increasing structural risk to Visa’s business 

model is reflected in a declining relative multiple which now stands 

at just under 1.5x the multiple of the S&P500 index versus nearer 

1.7x in early 2012 (Exhibit 1). This modest compression is more 

than offset by the ~15% EPS CAGR at Visa leaving investors with 

solid gains on both an absolute and relative basis. 

Exhibit 1: Absolute and Relative P-E Multiples for Visa 

 

Source:  Bloomberg  

Going forward, Visa presents the opportunity as displacing cash 

and checks, and notes that it captures >40% market share of digital 

payments volumes versus ~15% for non-digital format (because of 

the competition from cash and checks). Our thesis is that these 

share gains in the transition to digital will be more than offset by 

pricing pressures since, in a digital format, Visa will face large and 

powerful TSPs representing customers and large and powerful 

token-requestors, such as PayPal and Apple Pay, representing 

merchants. The result is that consensus, which seems to be calling 

for an increase in fees on processing transactions (Exhibit 2) based 

on the change in governance for Visa Europe, will likely be 

disappointed.  
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Exhibit 2: Revenue Drivers at V 

 

Furthermore, consensus appears to be calling for a flat-to-rising 

operating margin off the expected 67% in 2017. We see this is as 

challenging, and think it more likely that earnings increase in line 

with revenue growth at ~10% with EPS growth lifted 2-3% by stock 

buyback partly funded by increasing leverage (with the equity-to-

assets ratio falling to ~one-third by 2020 from ~one-half today – 

Exhibit 3). Reflecting this bias, we are modestly below consensus 

for 2019 EPS; we are increasing our price target to $95 reflecting 

25x our 2018 EPS estimate of $3.90 versus the prior price target 

reflecting 25x our 2017 EPS estimate of $3.40.   
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Exhibit 3: EPS Drivers and Valuation at V 

 

Risks 

The risk to Visa is that large token-requestors, including wallet-

providers such as Apple Pay and PayPal and gateways such as 

Stripe and Braintree, integrate with large proprietary TSPs, such as 

BAC and JPM, setting the stage for disintermediation of VisaNet. 

This potential for disintermediation is presently limited by the Visa 

requirement that merchants have a single acquiring bank for Visa-

branded transactions so that ON-US transactions, where the 

issuing and acquiring bank are one in the same, are less than 5% of 

Visa-branded volumes in the US. However, ChaseNet has 

circumvented this limitation by introducing its own “closed-loop” 

in what seems like a technicality given that ChaseNet leverages the 

Visa acceptance brand and even Visa’s processing infrastructure. 

We believe WFC and BAC could obtain similar terms, and will 

almost surely seek them if JPM’s ability to offer better pricing to 

merchants on the acquiring side, in return for a differentiated 
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payments experience for their customers, leads to share-shifts on 

the issuer side. This makes the customer response to integration of 

Chase Pay into the SBUX and WMT apps in 2107H2 important.  
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ANALYST(S) CERTIFICATION(S): I, Howard Mason, herby certify that the views expressed in this research report accurately reflect my personal
views about the subject securities and issuers. I also certify that no part of my compensation was, is, or will be, directly or indirectly, related
to the specific recommendations or views expressed in this research report.

IMPORTANT DISCLOSURES: Renaissance Macro Research, LLC is part of Renaissance Macro Holdings, LLC and its affiliates. The analysts
responsible for preparing this research report received compensation based on various factors, none of which is revenue generated by
investment banking activities. Renaissance Macro Research (RenMac) is not engaged in any investment banking activities at this time. Analysts
regularly conduct site and company visits to review the operations of the company and discuss financial and strategic plans with management,
but RenMac’s policies prohibits them from accepting payment or reimbursement for their travel expenses. RenMac produces many types of
research including, but not limited to, fundamental research, quantitative research, Washington Policy, Economics and Technical Research.
Recommendation in one type of research product may differ from recommendations contained in other types of research products whether
as a result of differing time horizons, methodologies, or otherwise.

Analyst Ownership: The analyst principally responsible for the preparation of this research report or a member of the analyst’s household
holds a long equity position in the following covered stocks:BAC, JPM and WFC

Primary Stock:
Visa (V, 08/25/2017, US $103.35). Equalweight

Price target and Valuation Methodology: Each Analyst has a single price target in all of the stocks that they cover. The price target represents
that Analyst’s expectation of where the stock will trade in the next twelve months.

We use a variety of valuation methodologies to arrive at our price targets including an enterprise value multiple of estimated future EBITDA
and a tangible book value multiple of estimated return on tangible common equity.

Risk Disclosure(s):

Key risks for banks and payment companies include changes in interest and currency rates among other market factors, the willingness
and ability of borrowers and derivative counterparties to make good on due amounts, legal risks related to conduct and compliance with
governmental requirements including those related to banking and money-transfer licenses such as know-your-customer and anti-money-
laundering controls, structural shifts in competitive dynamics, and regulatory and other constraints on the ability to return capital to
shareholders. We refer clients to the relevant SEC filings of covered companies, including in particular the 10-K reports, for a more complete
discussion.

Guide to RenMac’s Fundamental Research Rating System: Our fundamental coverage Analysts use a relative ranking system to rate stocks as
Buy, Sell or Hold (see definitions below) relative to other companies covered by the Analyst or are deemed to be in the same industry (the
Analysts Coverage Universe). In addition to the stock ratings each Analyst provides an Industry Ratings which provides the outlook for the
industry coverage as Positive, Neutral or Negative (see definitions below). Investors should carefully read the entire research report including
the definitions of all ratings and not infer its content from ratings alone.

Stock Ratings:

Overweight – The stock is expected to outperform the un-weighted expected total return of the industry coverage universe over the next
12 months.

Equal Weight – The stock is expected to perform in line with the un-weighted expected total return of the industry coverage universe over
the next 12 months.

Underweight – The stock is expected to underperform the un-weighted expected total return of the industry coverage universe over the next
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Ratings Suspended - The ratings and price target have been suspended temporarily due to market events that make coverage impracticable
or to comply with applicable regulations and /or firm policy.

Distribution of Ratings:
RenMac has 31 companies under coverage.
42% have been assigned an Overweight Rating. 45% have been assigned an Equalweight Rating. 13% have been assigned an Underweight
Rating. None of the companies under coverage are Invetment Banking clients.

Industry Rating:

Positive – Industry coverage universe has improving fundamentals and valuations.

Neutral – Industry coverage universe has neutral fundamentals and valuations.

Negative – Industry coverage universe has deteriorating fundamentals and valuations.
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a representation that any investment strategy or recommendation is suitable or appropriate to an investor’s individual circumstances or
otherwise constitutes a personal recommendation. Investments involve risks, and investors should exercise prudence and their own judgment
in making their investment decisions. The value of any investment may decline due to factors affecting the securities markets generally or
particular industries. Past performance is not indicative of future results. Neither RenMac nor any of its directors, employees or agents accept
any liability for any loss (including investment loss) or damage arising out of the use of all or any of the information. Any information stated
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Different assumptions by RenMac or any other source may yield substantially different results. The analysis contained in this document is
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