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Fintech: The next disruptive frontier

New financial technology (fintech) such as the blockchain, mobile
payments and crowdfunding are being touted as having potentially
transformative effects. We examine some of the key developments.

BOOMING INVESTMENT IN FINTECH

In recent years, a number of industries have been affected by disruptive innovation,
driven by a broader collapse in barriers to entry and business start-up costs prompted by
the internet revolution. The impact of Airbnb on hotels and Uber’s ‘war’ on incumbent taxi
firms are two of the best recent examples. Now it appears to be finance’s turn to be
disrupted, with growing interest in ‘fintech’ innovations that challenge incumbent players.

Global investment in fintech ventures was up from US$4.1 billion in 2013 to $21.2 billion
just a year later. Expectations of significant change in the industry are growing with
many arguing that finance is ripe for disruption. Dissatisfaction with incumbents is
conducive to fintech acceptance, with banks in particular suffering much opprobrium in
the wake of the global financial crisis. These attitudes are particularly strong among
young people. 71% of US millennials in one survey said they'd rather go to the dentist
than listen to their banks, while four US banks ranked in the 10 least-loved brands.?

This supportive backdrop is encouraging the entry of challenger banks with potentially
disruptive new models such as proposed smart-phone bank Mondo, which offers phone-
based banking with digital spending and budgeting analytics. Mondo caught the attention
of investors with a successful round of capital raising, partly via crowdfunding — indeed, it
broke records for being one of the fastest crowd-raises ever. Atom and Tandem are two
other examples of ‘next-gen’ banks seeking to challenge the established players.

CHANGING BEHAVIOURS ENCOURAGING NEW PAYMENTS TECHNOLOGY

Payments are one of the most basic functions of everyday finance, and alternative systems
are gaining ground. 44% of US millennials are using mobile payments, and 13% digital
currencies.® US mobile payments are expected to reach $142 billion 2019 (Chart 1). A
trend away from physical cash usage is also evident (Chart 2), supported in part by the
state’s desire to crackdown on tax evasion, and its potential in helping to implement
negative rates (since e-money cannot be stored under a mattress).

AT A GLANCE

= New technology is encouraging a
boom in financial services
innovation, and drastically lowering
barriers to entry in the industry.

= There is significant scope for the
adoption of faster payments
technologies.

= Emerging markets are a hotbed of
payments innovation.

= The blockchain could deliver big
efficiency gains for financials.

= Crowdfunding is powering a wave
of startup innovation.

= Alternative lending may, however,
be a more cyclical phenomenon.

= The best fintech is likely to be about
doing old things in a more
productive way, rather than doing
completely new things.

“The only useful thing banks
have invented in 20 years is the
automatic teller machine.”
Paul Volcker, 2009

Chart 1. Growth in US mobile payments Chart 2. Falling cash usage in Europe
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MOBILE TRANSFERS DRIVING FASTER PAYMENTS

The growing popularity of mobile phone banking is an important driver of faster payment
development; there’s not much advantage to mobile payments if settlement takes three
days. Online retailers are accustoming us to one-click purchases, deliverable in just one
working day — a contrast with the slow money transfers still found in many countries.
Faster payments could also be highly beneficial for SMEs, given the importance of cash
flow to them.4 Incredibly, nearly 50% of payments by US businesses are still made with
paper cheques.5 The current US interbank system, Automated Clearing House,
operating since 1974, still takes 2-3 working days to settle transactions. This is due to the
fragmented nature of the US bank market, high levels of regulation and tight internal
controls.

But the Fed is working on plans for a new system, which could be implemented on a 5-10
year horizon.® This could be modelled on the UK's Faster Payments Service, introduced
in 2008, which has reduced customer transfer times to (typically) a few hours. Just as
mobile transfers have encouraged faster payment development, faster payments can
catalyse new mobile finance solutions, in a circle of innovation. New platform providers,
unencumbered by legacy IT systems, will be well placed to profit,7 particularly given the
high regulatory costs shouldered by large money transmitters (Chart 3).

INNOVATORS AMONG SMALL AND LARGE FIRMS

Payment innovation isn't just being pioneered by small firms and startups. Visa, for
example, has arguably become far more like a tech stock than a financial stock, given its
emphasis on new payments technology and the development of merchant analytics. And
while Europeans may take contact and contactless card payments for granted, globally
these account for just 33% of card based transactions, with particular scope for greater
penetration in the US (Charts 4 and 5).
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Chart 4. Percentage of contact & contactless transactions Chart 5. Smart payment card adoption rates
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ALTERNATIVE PAYMENTS POPULAR IN EMERGING MARKETS

Many EMs are at the forefront of alternative payments, given their largely unbanked
populations (50% of the world’s population is unbanked).8 In particular, the gap
between relatively-high mobile phone ownership and low access to financial services
(Chart 6) has encouraged the development of mobile payments. M-Pesa, first
launched in Kenya in 2007 by Safaricom, is probably the most successful of these.
M-Pesa now processes US$24 billion, equivalent to half of Kenyan GDP, and Kenya
now has more mobile payments than any other country.g In China, nearly one-in-ten
of all payments are now made using Alipay — an online ecosystem combining
payment, lending, deposit and other functions (Chart 7), while 80% of bitcoin volume
is exchanged into and out of Chinese yuan. This highlights that some of the best
fintech opportunities are in EMs, which have effectively skipped the credit card stage
of payments evolution, going straight from cash-based societies to mobile payments.
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“The rise of fintech highlights just
one of a number of opportunities
emerging from the financial
services sector. In this space,
transaction processing firms are
benefitting from the ongoing
global secular shift towards
card-based and electronic
payments.”

Sotiris Boutsis

Portfolio Manager



Chart 6. Mobile phone vs banking penetration across Africa  Chart 7. Alipay leads in China’s online payments market
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BLOCKCHAIN OPPORTUNITIES ABOUND Chart 8. Bitcoin to USD (Bitstamp
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five pence payment to read an online article, this could help solve the problems the
media has had in monetising online content, by doing away with the hassle and cost of
signing up for annual subscriptions.

Big money is flowing into blockchain development, with the ‘R3 consortium’ of 42 financial
institutions examining ways of adopting the technology into mainstream finance.*®
Successful development could result in significant profit gains across the financial sector,
and open up the internet to a host of low-value products that had previously been
excluded, because it would have cost more than the product was worth to collect payment.
Investment opportunities could thus include successful blockchain developers as well as
third parties that are able to integrate the technology into their business models.

Chart 9. Which of the following do you believe distributed Chart 10. Other than payments and digital currency, what
ledger technology could help reduce? area/products could most benefit from the technology?
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ALTERNATIVE LENDERS ENCROACHING ON BANKS

Technology is a major enabler of lending innovation. The use of big data analytics
combined with internet marketing and distribution is providing a platform for alternative
lenders to take a growing chunk of the loan market from banks. The years since the
global finance crisis have also seen strong regulatory demands for banks to raise their
tier-one capital ratios, in order to make them more shock-proof in the event of future
systemic crises. This has for the most part been achieved (Chart 11), but at the cost of
banks reducing lending to riskier borrowers.

As a result of these factors, alternative lenders have been stepping into the riskier
lending space vacated by banks (Charts 12 and 13, next page) — from personal and
small business lending, to commercial real estate, mortgages, and student loans.
Record low interest rates have encouraged credit creation, as investors move up the
risk curve in search of yield and as lenders have become more comfortable with
borrowers’ abilities to make interest payments. Goldman Sachs estimates that across
the six consumer-orientated lending sectors they view as most promising for
alternative lenders, $7.8 trillion (20% of the market) could leave the banking sector.**

Chart 11. Rising OECD bank capital
ratios
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Chart 12. Banks are taking a smaller role in riskier deals

= Nonbanks Non-US banks m®US banks

100% -
90% -
80% -
70% -
60% -
50% -

40% -
30% -

20% - .
10% - Debt-based securities
0% - Donation crowdfunding

> O O A D»
F PSS
P PP

Source: Goldman Sachs, March 2015

UNRESOLVED ISSUES WITH PEER-TO-PEER LENDING

Peer-to-peer (P2P) lending firms connect lenders to borrowers directly. In return for
lending at a fixed rate for a set period, lenders get higher interest rates than they would
on bank savings, while the borrower gets a lower rate than he would have paid a bank.
This win-win situation is thanks to disintermediation — removing the banking middleman
and all associated operating expenses, such as costly branch networks. The average
FDIC-insured bank in the US had operating expenses of 5.3% of average loans
outstanding in Q3 2014, compared with a figure for LendingClub of just 1.7%."

It sounds enticing, but there are grounds for caution. For starters, much of the
information provided by borrowers isn't verified. Recent SEC filings by Prosper disclosed
that it verified employment and/or income for just 59% of loans from 2009-2015.°
LendingClub’s latest Annual Report notes that “we often do not verify a borrower’s stated
tenure, job title, home ownership status, or intention for the use of loan proceeds",17 while
other analysis suggests that nearly a third of the firm’s outstanding loans during the first

nine months of last year were issued without income verification.*®

On top of this, nearly all of P2P lenders’ revenue comes from origination, with only a tiny
fraction tied to loan performance.19 There are thus good grounds for suspicion about the
quality of many loans, especially given that these lenders — as a post-financial crisis
phenomenon — haven'’t been through a complete credit cycle yet; institutional lenders
tend to use through-cycle default rates as a base line for their interest rates. Investors
could be significantly undercharging themselves for the risk associated with many of
these loans — especially given the lack (yet) of a significant secondary market.

SIGNIFICANT GROWTH IN CROWDFUNDING

Crowdfunding is changing the way people and businesses market products, services and
ideas. It has seen significant growth in recent years (Chart 14), across a variety of fields
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“I continue to favour disruptive e-
payment companies such as
PayPal, which are set to perform
well thanks to the higher
penetration of credit card
payments from consumers. In
particular, | like the growth
potential of PayPal’s credit business
called Bill Me Later (BML). It's
basically a service that's offered to
users at checkout that allows them
to borrow from PayPal to make their
purchase. The company makes
money by charging the merchant
its standard take rate on the
payment volume, and then
charging the PayPal user interest
and late fees on the balance.”
Aditya Khowala

Portfolio Manager



(Chart 15). Approximately 10% of the films accepted into the Sundance, SXSW and
Tribeca Film Festivals are crowdfunded via Kickstarter,20 an arts platform which has
funded 101,951 projects, with $2.3 billion pledged by 10 million people.
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There are two main models of crowdfunding: donation or rewards-based models (common  Chart 16. Leading global

for charity fundraising campaigns), and equity investing platforms. The rapid rise of crowdfunding categories (2014)
crowdfunding is again partly a consequence of the financial crisis, with startups struggling
to access funding from cautious lenders. Millennials are less likely to own stocks due to
their suspicion of the financial sector, yet they are more likely to invest in crowdfunding
compared with older generations, largely down to it being deemed an ‘authentic’
experience which allows a greater sense of ownership than traditional financial assets.
Millennials also have a greater desire for investments to reflect their personal values.?

Crowdfunding is a major beneficiary of network effects made possible by social media. An
entrepreneur can start a campaign, which a backer discovers and pledges money to. The
backer in then incentivised to share the campaign across social networks, driving traffic to
the crowdfunding site and increasing the chance that the campaign is successful and
encouraging future campaigns.22 The result is like a running tap of preference ‘shares’,
from entities too small to issue actual preference shares, and where the ‘shares’ are sorted
into different maturities and credit history.?® However, while it is opening up funding
possibilities for new entrants, it is not yet particularly fertile ground for investors, given the m Business & entrepreneurship
lack of a secondary market for these shares, and the speculative nature of the startups. Social causes

® Films & performing arts
= Real estate

As noted by the Peterson Institute’s Avinash Persaud: “It is likely that there has been little ® Music and recording arts
financial innovation since grain futures contracts were struck several thousand years ago in - g e Massolution, March 2015
the Indus Valley. Most of what passes for innovation is just a new way of doing the very old

thing of adding more debt and less down payment, reserve, or equity to traditional

borrowing or lending contracts.”* The most promising fintech — like crowdfunding,

blockchains and new payments systems — isn’'t about doing completely new things, but

about doing old things in a more efficient, productive manner.

CONCLUSION

Moreover, there remains an age-old trade-off in finance between accessibility of credit and
the general security of lenders, which is why some of the claims by alternative lenders
need to be taken with a grain of salt. There is no magical way of bypassing the trade-off
between accessibility and quality of loans. If there is, it seems unlikely that institutional
lenders with decades of underwriting experience haven't discovered it yet. A chunk of the
alternative lending market is likely a cyclical phenomenon — a response to record low
interest rates and perhaps temporary restraint from banks.

Finance is unlike other industries in the extent to which the state takes a critical — perhaps
domineering — role. Disruptive entrants have to reckon with large, incumbent interests with
significant political lobbying power. In addition, ventures like bitcoin and the enabling
blockchain technology pose a direct challenge to the state’s monopoly on money and
payments. The current fintech cycle is delivering some very good (likely lasting) innovation.
But careful research to identify the best long-term prospects will be especially important,
given the amount of hype surrounding this theme at the moment, and the nascent,
prospective nature of many fintech enterprises.
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