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PayPal dominates electronic payments, but Google's growing checkout service
may prove a vigorous challenger

IN HIS celebrated book, "The PayPal
Wars", Eric Jackson described how in its

early years the internet firm had to battle
crotchety regulators, identity thieves, vola-
tile markets, scrappy rivals and even
scheming Mafiosi. It has since gone on to
become the undisputed master of online-
payments processing. Now, however, to
stay on top, it must leap from being merely
big to ubiquitous. And it will have to do so
while fending off new competitors-espe-
cially Google.

PayPal was founded in 1998 as a way of
moving money between Palm Pilots. It
soon became a popular way to pay for
goods on eBay. So successful was it that in
2002 the auction site ditched its own pay-
ments service, Billpoint, and paid $1.5 bil-
lion to bring PayPal under its wing. It now
boasts 143m accounts, double the number
it had two years ago. Already interna-
tional-35m of the accounts are in Europe,
15m of those in Britain alone-it is striving
to become truly global. Next week it is ex-
pected to announce that the number of
countries in which PayPal transfers can be
made has risen to 190 from 103.

This growth has turned PayPal into the
star of the eBay stable. In the first quarter
its net revenues rose by 31%, much faster
than those of the core auction business, to
$439ni. PayPal now accounts for a full

quarter of group sales. But as eBay comes
to rely more on PayPal, PayPal is trying to
diversify away from eBay. In the past year,
"off eBay" volume has climbed from 33%
to 39% of the total.

Having achieved "critical mass"
through its ties to eBay, the job for PayPal
now is to persuade more online retailers to
accept it as a form of payment, says Rajiv
Dutta, PayPal's president. "We have more
account holders than American Express,
yet the vast majority of e-commerce sites
don't offer us," he says.

One problem is the time involved in
adding a PayPal checkout function to a re-
tailer's site. So the company has brought
the code-writing part of the work down
from weeks to days. Having signed up mil-
lions of small e-tailers through eBay, it is
now trying to win over more large ones.
Mr Dutta says one selling point is PayPal's
low fraud rates, which are around a third
of the norm for online merchants. Its latest
security initiative is a digital key fob,
linked to customers' accounts, whose se-
curity code changes every 30 seconds. This
is proving popular, helped by PayPal's
willingness to sell it below cost.

But safety is nothing without conve-
nience, hence the rush to roll out services
on new platforms, such as fund transfers
via Skype, eBay's web-telephony arm

(launched in March) and mobile phones
(in beta testing). The firm has also come up
with a clever, secure way to use PayPal on
websites that do not have a "Pay with Pay-
Pal" button: a "virtual debit card" that pulls
money from the user's PayPal account us-
ing a i6-digit number, which changes with
each transaction.

Such ingenuities show that the only
limit to PayPal's growth is the scope of its
vision, says Mr Dutta. However, there is
another threat: Google's small but poten-
tially powerful Checkout service, which
was launched last summer.

PayPal's managers play down the dan-
ger. They point out that Checkout does
only a part of what PayPal does: that is, al-
lowing users who store their credit-card
details with it to buy goods at participating
sites without having to key in the informa-
tion each time. That makes it a mere
"wrapper around Visa and MasterCard"
rather than a full-blown competitor, ar-
gues PayPal's Stephanie Tilenius.

Online trolley wars
But Google has other advantages. Cru-
cially, Google is prepared to run Checkout
at break-even, or even at a loss, because it
sees the service as a useful way to bring
more advertisers to its all-important Ad-
Words business, which charges retailers
for search-related "keyword" ads. Check-
out has already signed up a quarter of the
top 500 online retailers, largely thanks to
its offer of free payments processing until
2008. Once the promotion ends, every dol-
lar a merchant spends advertising with
Google will entitle it to $10-worth of free
processing. "The way we think about
Checkout is not as a standalone business,
but as a driver of the Google network,"



says Ben Ling, Checkout's boss.
This willingness to subsidise-invest-

ment is running at over $3om a quarter-
makes Checkout a potentially formidable
foe. Gwenn Bezard of Aite Group, a consul-
tancy, thinks PayPal will eventually suffer
if Google continues to throw money at its
payments service, because many consum-
ers will want to use one or the other sys-
tem, but not both.

Hence eBay is being forced to take
Checkout seriously-so seriously, in fact,
that it has added Google's system to its list
of prohibited payment methods. The rea-
son given for the ban, that Checkout lacks
a long enough record, rings hollow to most
outsiders. Last month a group filed a class-
action lawsuit against PayPal alleging,
among other things, that the block on
Checkout is illegal. (PayPal says it will vig-
orously fight the suit.) In another sign that
PayPal has Google on its mind, it recently
launched a payments and search advertis-
ing partnership with Yahoo! that looks re-
markably like Checkout.

But not everything is going Google's
way. A survey in January found that only
18% of Checkout users rated their experi-
ence as good or very good, compared with
44% for PayPal. And Checkout's share of
payments on some big sites, such as Toys
"R" Us and Sports Authority, has been fall-
ing since the holiday season ended, de-
spite inducements to retailers (estimated at
over $2om) to make its "badge" more
prominent. It may have to increase its
bribes in order to gain traction.

Furthermore, Checkout may itself face
threats as it grows. At this year's Davos
pow-wow, Bill Gates said Microsoft was
thinking about a move into online micro-
payments. And then there are the estab-
lished card consortiums. To the extent that
PayPal and Checkout help to move cash
and cheque purchases online, where they
are subject to transaction fees, Visa and
MasterCard welcome them. But they also
worry about being cut out of the process
as the payments upstarts become the "in-
terface" with which more online shoppers
deal directly. With combined annual vol-
umes of over $6 trillion, the card compa-
nies could put up quite a fight.

The outcome of all this manoeuvring is
hard to predict. What is certain, however,
is that it is good for both merchants and
consumers. Retailers have rarely seen pro-
cessing discounts like those now being of-
fered. Saving on transaction fees of 2-3%
can add several million dollars a year to
profits. As Google and PayPal compete to
make the checkout less cumbersome,
shoppers will find it easier to complete
their purchases. And if fewer abandon
their carts before paying, retailers will see
an uptick in sales. Google's foray into pay-
ments may prove testing for PayPal, but it
looks like being great for e-commerce in
general. •

America's economy

Stag or 'flation?

WASHINGTON,DC

Should the Fed worry more about
rising prices or weak growth?

WITH skinny trousers and Mary
Quant dresses, fashionable Ameri-

cans are taking their cues from the 19605
this spring. For financial markets and cen-
tral bankers the retro theme comes from a
different, less pleasant, decade. With
growth slow yet inflation stubborn, Amer-
ica is facing a weak echo of that 19705
scourge-stagflation.

The economy grew by only 1.3% at an
annual rate in the first three months of the
year, whereas the overall GDP deflator—
the broadest output-based measure of
price pressure-rose at an annual rate of
4%. The deflator for "core" personal con-
sumption expenditures (PCE), which ex-
cludes fuel and food, rose more modestly
in the first quarter. But this favourite infla-
tion yardstick of the Federal Reserve was
still outside its comfort zone.

By the standards of the 19705, when in-
flation was in double digits and unem-
ployment not far behind, today's plight is
hardly grave. Jobs are plentiful and price
pressures, by historical standards, are low.
But for today's central bankers, deter-
mined to maintain their credibility as in-
flation-fighters, it is distressing all the
same. Despite a year of sluggish growth,
America's underlying prices have been ris-
ing uncomfortably fast.

So far the central bankers have talked
tough and done little. They have kept
short-term interest rates steady at 5.25%
since June, but have made clear that infla-
tion is what worries them most. That bias
is likely to be repeated at the Fed's next pol-
icy-setting meeting on May 9th.

Less obvious is what will happen over
the next few months. Financial markets
reckon the Fed will eventually fear reces-
sion more than inflation. The price of Fed

and eurodollar futures suggests that the
central bankers are very likely to cut rates
by at least a quarter point in the second
half of the year, with more loosening
likely early in 2008.

That may not mean much. Financial
markets have consistently overestimated
the central bank's willingness to cut rates
in recent months. Look at the sources of in-
flationary pressure and it is hard to see the
Fed dropping its guard. Energy costs have
risen sharply (petrol prices are up 80 cents
a gallon or more than 30% in the past three
months). The dollar is down, hitting a re-
cord low of 1.366 against the euro on April
3Oth. Most measures of wage growth have
been accelerating, although increases in
productivity have been lacklustre.

Traditional danger signals, in short, all
point one way. But they may be becoming
less important. The statistical evidence
suggests that, thanks to the central bank-
ers' credibility as inflation fighters, Amer-
ica's underlying rate of price increases has
become less vulnerable to transitory pres-
sures, such as rising energy or food prices.
The relation between unemployment and
inflation has also weakened. And with
profit margins fat, America's firms have
room to absorb higher wage costs.

In the Fed We Trust
What matters most, as several Fed gover-
nors have pointed out in recent weeks, are
people's expectations of future inflation,
which in turn depend on their faith in the
central bankers. Provided people believe
in the Fed's determination to keep infla-
tion low, inflation expectations will stay
low. That seems to have been the case.
Most gauges of long-run inflation expecta-
tions, such as surveys of professional fore-
casters, have been relatively stable, at 2%
or just above, for the Fed's preferred infla-
tion gauge. However, one measure-the
Michigan consumer survey-has jumped a
fair bit in April, thanks to higher fuel costs.

Despite the underlying inflation risks, a
statistical quirk may push core inflation
down in the coming months. Housing
costs make up a large chunk of America's
inflation basket (almost 40% of the core
consumer-price index and 20% of the Fed's
preferred measure). Since the statisticians
lack a direct measure of housing costs for
homeowners, they impute a cost based on
rents. As the property bubble burst in
2006, more people decided to rent houses
rather than buy. That pushed up the im-
puted cost of housing. Now the supply of
rental properties is rising as beleaguered
owners try to rent out their unsold flats.
With vacancy rates high, rents may slow.
March's core PCE index was flat, bringing
the 12-month increase down to 2.1%, barely
above the Fed's informal limit. It may fall
further in the coming months. Exclude
rents and it looks even better (see chart).

Less clear is whether core inflation at 2%
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