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Although digital payment transactions take only seconds to complete, there are different layers and numerous
players interacting behind the scenes that make that phenomenon possible.
To appreciate the investment opportunities in this space, it is important to understand the business models
involved and how money flows through the system every time consumers swipe a credit card, tap a smartphone at
a store, or enter their payment information online.
Three Distinct Segments—But Not Siloes
As we explained in a previous post, the global payments ecosystem consists of three primary segments.
Merchant acquirers are the entities that enable merchants to accept credit cards and other forms of digital
payments.
Issuers are the banks that issue credit and debit cards and the issuer processors that are either internal functions
within banks or are banks’ external partners.
Networks are the “pipes” or “rails” through which all transactions flow, connecting merchants and issuers.
While it is useful to think about these three components separately, they are far from being siloed. Many payments
companies operate in more than one segment, and there has been a significant blurring of lines in recent years.
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Payments companies are looking for economies of scale as well as economies of data that can result from having
access to data about transactions and consumers generated from more than one segment of the payments chain.
Simple Money Flow Example
To understand how a transaction flows through the payments system, it is helpful to look at a simplified example,
illustrated in the chart below.
1. A consumer uses her credit card at a store to make a purchase.
2. The merchant acquirer’s software and hardware allow the purchase to be initially accepted.
3. The merchant acquirer sends the transaction to the network, which authorizes the transaction and sends it
to the issuer.
4. The issuer—either through an internal system or via a third-party processor—verifies that the consumer has
sufficient credit available.
5. A message is sent back through the network to the merchant acquirer authorizing the transaction, and the
consumer’s purchase is completed.

Two of the most important concepts in understanding payments business models are the merchant discount rate
(MDR) and the take rate.
MDR refers to the difference between what the consumer spends and what the merchant ultimately receives, net
of the payments providers’ fees.

3

Take rate refers to how the total MDR is divided among the various entities involved in the transaction. The chart
below illustrates how MDRs vary significantly, using four common payment methods.
Comparing the MDR for a standard transaction in the United States using a credit card to the MDR for an Apple Pay
transaction, note that the merchant acquirer and network take rates are the same; Apple Pay’s 15 basis points
(bps) reduces the issuer’s take rate.
With PayPal, the MDR is significantly higher, but merchants that accept PayPal (often smaller vendors) recognize
the value PayPal provides in the form of increased acceptance rates and the trust that PayPal has built with
consumers.
The MDR structure for payments made in China using Alipay is drastically different. Alipay has a significantly lower
MDR structure because it bypasses the other players in the ecosystem and because local regulations limit MDRs.

Up Next
With that as context, in our next three posts, we will offer some insight into the opportunities and risks each
segment faces, starting with merchant acquirers.

Digital Payments Series
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Global Research Analysts Drew Buckley, CFA, and Kwesi Smith, CFA, contributed to this blog post.
Daniel Hill, CFA, is a research analyst on William Blair’s Global Equity team.

5

Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
Copyright © 2020 William Blair & Company, L.L.C. "William Blair” is a registered trademark of William Blair &
Company, L.L.C. No part of this material may be reproduced in any form, or referred to in any other publication,
without express written consent.

