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Rethinking rewards in the era
of alternative payments
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A vast majority of card rewards programs
today are not aligned with consumer
spending habits, and an overhaul of these
programs to match real-time consumer
engagement should be pursued.
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Few card issuers reap
the benefits of rewards
programes.

The rise of alternative payment options

The rise of alternative payment options is beginning to
change the way people shop. At the same time, consumers
are becoming accustomed to real-time reward offers and
personalized services. Credit card issuers thus need to
ensure that rewards programs are integrated skillfully into
these evolving payment experiences. In this environment,
programs that merely deliver simple rewards—such as
points or cash as long as 30 days after purchase—are in

a poor position to reinforce customer loyalty and influence
spending.

PwC estimates that card issuers spent $31 billion on U.S.
cardholder rewards in 2016. Despite such a sizable financial
commitment to rewards programs, card issuers often
struggle to achieve the product differentiation necessary to
distinguish themselves. The benefits of distinctiveness—
long-term brand loyalty and the ability to collect enough
customer data to measure, iterate, and improve program
effectiveness—accrue to only a very few card issuers.

How can you become one of those few? The following are
among the actions you can take now to improve your
chances of keeping rewards programs relevant in this new
environment:

1. Invest in advanced analytics needed to deliver more
personalized services to cardholders.

2. Reinvent the often cumbersome redemption process in a
way that better serves mobile-led consumer behavior.

3. Develop a clear path to monetize spending conversions.
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Consumers are paying in new ways

Consider the chatbot. A message window appears on the
smartphone screen, with checkout options tagged to a
debit or credit card. The credit card sponsors the app, and

it includes a closely integrated rewards program, with the
number of points tallied in a window at the corner. That app
may seem innovative, but it is just a starting point. The most
effective rewards programs integrate themselves seamlessly
into new smartphone-based shopping paradigms in
innovative ways. Understanding consumer behavior will thus
be increasingly important for designing rewards programs
that acquire and retain customers successfully.

New FinTech companies will lead the way. They will stretch
the definition of the point of sale (POS) by finding ways to let
consumers pay where and when they encounter a product
they wish to buy—with a bar scan in a magazine, through a
chat window online, or in the midst of a television show (see
Exhibit 1). Issuers need to consider how to integrate reward
redemptions into these sales channels as the following
market dynamics continue to develop:

Exhibit 1

Credit cards fade as point of sale shifts
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The largest
opportunity to capture
mobile payments
volume may not come
from merchant- and
bank-branded app
environments.

e Alternative forms of checkout. Shared-economy business

models, such as Uber and Airbnb, are gaining ground
among merchants. So are off-the-shelf online and mobile
payment platforms such as Stripe, Braintree, and Klarna,
as smartphone-based “card-on-file” vaults and APIs make
them easier to adopt and use. Consumers who employ
these seamless payment methods may soon disassociate
specific credit cards from transactions. Out of sight may
well become out of mind.

New contexts for the point of sale. Contextual payment
options have been dominant in China for several years.
These operate through message apps such as WePay or
Tencent’s QQ. Now Western merchants are beginning to
give consumers similar opportunities to make purchases
through stored payment credentials. At the same time,
payment incumbents (such as credit card companies) and
FinTech innovators are preparing for a world in which native
apps no longer dominate mobile engagement. For example,
PayKey, which received investment from Mastercard and
Santander in November 2016, offers technology that
embeds a payment button into the default keyboard of

a smartphone app to make payments through all social
networks, including Facebook Messenger, WhatsApp,

and Twitter. Card issuers need to find ways to fit rewards
programs into these experiences.

The increase in alternative funding options. Consumer-
facing checkout services can play a role in defining how
consumers choose to pay for purchases. For instance,
consumers without the credit scores to qualify for
traditional credit cards increasingly will find other payment
options, such as Affirm and Mastercard Installments,

that allow them to pay in instaliments. With the recent
expansion of Mastercard Installments, issuers may pursue
the instant issuance market—using sophisticated real-
time rewards programs to on-board new clients within

the purchase experience. Establishing contact during

a purchase may prove more effective than traditional
marketing techniques such as direct mail.
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Exhibit 2

¢ Millennials accelerating the pace of change. In the
U.S., people ages 18 to 34 make up 23.4 percent of
the population, having surpassed the number of baby
boomers.! As digital natives, millennials expect enhanced
communication, transparency, convenience, and readily
accessible products, and card issuers need to figure out
how to deliver these. Despite efforts by card issuers to
target young professionals, only an underwhelming 33
percent of Americans under the age of 30 have a credit

card.?

This lack of millennial enthusiasm has created a large
underserved market opportunity. So far, it is being filled by
new purchase financing models from upstart companies
such as Affirm, AmmoPay, and Klarna (see Exhibit 2). They
provide credit access in real time for individual purchases
without traditional underwriting credit metrics.

In other words, these models decouple the financing
feature from credit card products. As card issuers consider
alternatives to card products, they have the opportunity to
study how rewards programs can be adapted too.

Alternative funding innovators

Company Total investment Last investment Location
Affirm, Inc $420.0M $100.0M United States
Klarna AB $289.5M $125.2M Sweden
GreenSky Trade Credit $200.0M $50.0M United States
Financeit $32.6M $16.6M Canada
Exchange Corporation $23.3M $15.0M Japan
LoanHero, LLC $4.6M $100.0K United States
divido.co $3.4M $3.4M United Kingdom
AmmoPay — — —

Credito Samba — — —

Source: PwC analysis
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Merchants are catering to evolving consumer
expectations

Merchants have taken advantage of slower-than-expected
demand for branded wallets such as Apple Pay and Google
Wallet. They have been able to develop sophisticated
mobile strategies to control consumer engagement. In this
context, card issuers that want to build relevant reward
redemption experiences for cardholders will need to partner
with merchants and possibly with FinTech innovators such
as CardFree or Sequent Software, which develop merchant-
branded mobile experiences.

The most innovative merchants are approaching consumer
engagement in several ways:

e Embedding the payment function within the shopping
experience. Consumers are increasingly using mobile
apps to find products online and in physical stores. Some
merchants are setting up payment systems that can be
invoked in this context. This reduces the in-store friction
and tedium of locating items and waiting in line to pay. To
enable this experience, payment credentials sit underneath
technology application layers, including apps and APIs that
enable checkout.

The payment function becomes native to the shopping
experience. For example, on your phone, shopping and
checkout are one activity. This is instructive because as
payments fall further from view, they continue to enable
superior consumer experiences.
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Card providers must
keep pace with rapidly
evolving consumer
expectations, which
are continually shaped
by experiences outside
of financial services.

¢ Pushing the mobile promotions trend. Merchants are
creating rich mobile experiences, and consumers are
responding enthusiastically.

On Black Friday 2016, the day following Thanksgiving,
consumers responded well to mobile-delivered perks
such as early access to deals and greater discounts. For
example, 70 percent of Walmart’s online traffic® and 60
percent of Target’s online sales that day came through
mobile channels following mobile promotions.*

e Matching consumer expectations of personalized
shopping experiences. As the use of consumer data
proliferates, shoppers are expecting highly customizable
experiences with relevant content and compensation
for loyalty. Merchants are responding, most often with
mobile apps that integrate online and offline channels. As
they encourage shoppers to use mobile checkout, these
apps enable merchants to reduce reliance on technology
providers to facilitate payment. Merchants can also capture
richer data from consumers, and better control the pre-
and post-sale shopping experiences.

Next steps for card issuers

As consumer purchasing habits shift toward mobile and other
alternative methods of payment, card issuers need to change
their rewards models. Their current models are not optimized
to serve evolving consumer preferences and cardholder
retention objectives. Moreover, it will become increasingly
difficult during the next few years for issuers to reinforce
branding—and customer loyalty—to drive spending through
their products. New and innovative rewards programs that
neatly fit into evolving payment preferences can change this
scenario. Here are some next steps to consider:

1.Invest in data sciences. A recent survey suggests
that only 6 percent of financial institutions use real-time
analytics as part of daily customer analysis,® yet this is what
card issuers need to create personalized messaging that
resonates with the mobile consumer. Anticipating consumer
behaviors via multisource data collection and analysis
should become a central element of loyalty and rewards
program creation and redemption strategy.
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The value of incorporating advanced data analytics has
been proven in the fraud management arena. Third-party
services, such as ThreatMetrix and Kount, and payment
gateways such as Stripe include more nontraditional data
points and the iterative machine learning process to deliver
real-time fraud detection services. Both features enable
these fraud services to improve methods continuously in

a highly scalable model that could be applied to revamp
incentive programs.

2.0verhaul the reward redemption experience to achieve
greater customer loyalty. As a card issuer, you can get
more mileage out of your programs by considering all
of the elements needed to create seamless redemption
experiences. Currently, cardholders must initiate reward
redemption, often through a cumbersome multistep
process. To be successful, your program should give
card rewards the flexibility of fiat currency. They should
be usable effortlessly as tender at the point of sale, and it
should be easy to convert your rewards into desired value
or as a proxy currency for future purchases.

Partnerships with merchants’ POS terminal providers,
merchant acquirers, and third-party mobile wallets will
facilitate these programs. For example, imagine a customer
waiting to order at a fast-food restaurant. By checking with
his or her preferred third-party mobile payment service,

the customer can determine if the meal will be cheaper if

. [
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paid for in reward points versus cash and act accordingly.
Under this scenario, the consumer immediately sees the
value of the credit card and makes a habit of incorporating
seamless redemption experiences into everyday purchases.
In this context, issuers have greater opportunities

to steer everyday spending.

3.Define new ways to monetize reward programs.
Merchants continue to explore innovative ways to create
agile, personalized, real-time outreach to consumers
via mobile phones. This presents card issuers with an
opportunity to help merchants increase sales. With
advanced data techniques and improved redemption
experiences, issuers can influence spending through
promotional offers, point redemption strategies, or other
data-driven initiatives.

Existing models such as Yoyo Wallet, a mobile wallet, and
Cardlytics, a card-linked rewards provider, demonstrate
how new business models generate higher per-transaction
rates when they deliver quantifiable increases in foot traffic
and sales.

Card issuers need to invest in platforms that support these
opportunities and iterations of them that will emerge as
payment preferences continue to progress. Consumer
habits are evolving, so the failure to keep pace will
undermine efforts by card issuers to attract and retain
customers through rewards.
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With cards falling
further from view

in both online and
offline transactions,
consumers will become
less likely to associate
card credentials with
purchase experiences.

Why card issuers need to reimagine rewards

Consumers value rewards programs, but this sentiment does
not commonly translate into sustained brand loyalty. A recent
J.D. Power study revealed that 44 percent of credit card
holders who report being “highly satisfied” with their current
credit card would still consider switching card issuers.
Moreover, even though rewards have become foundational
to successful credit card products, traditional card rewards
programs are at risk of falling behind in the new mobile era.
To avoid losing business, card companies should consider:

¢ The increasing invisibility of the physical card. Until now,
the act of pulling out a plastic credit card has reinforced the
brand and the customer relationship with the card issuer.
Now, with the advent of new payment options, a growing
percentage of transactions online and offline occur without
the physical card or card details in view. In this situation,
cards will no longer be emblematic of the purchase process
and consumers are likely to disassociate payment methods
from purchase experiences (see Exhibit 3, next page).

¢ The expectation of immediate rewards. In the traditional
model, rewards are delivered as long as 30 days after a
purchase. But customers want their rewards now, ideally
available at the point of purchase. Thus, merchants are
evaluating the use of beacons and geofencing technologies
to create personalized shopping experiences, greater
incentives to spend, and seamless checkout experiences—
and rewards programs need to adapt.

e The shifting economics of interchange. Several trends
continue to place substantial cost pressure on interchange
revenue for card issuers. These include the intensely
competitive rewards race to capture affluent consumers,
pressure on the networks to reduce card-not-present
interchange rates, and the strengthening negotiating power
of merchants in co-brand card deals. Further regulation
on interchange in regions around the world also remains a
potential problem.
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Exhibit 3

¢ The redemption hurdle. When it’s cumbersome to redeem
points, consumers grow frustrated. Many of today’s
systems are difficult to use, with complex point accrual
rules and multistep processes. This friction may be a
vestige of program managers chasing the outdated strategy
of “breakage,” a term referring to points accrued but not
spent. Unused points give issuers the benefit of transaction
revenue without the cost of acquisition. Chances are
that your redemption processes need a user experience
overhaul to match the rise of real-time consumer

engagement.

Emerging payment channels facilitate unique shopping and rewards experiences
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