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The Future Of Banking: How FinTech Could
Disrupt Bank Ratings

Technology is shaking the pillars of traditional banking. A new type of competition is emerging from
FinTech--technology-enabled, nonbank providers of financial services. Some players have caught on quickly and
within a few years of existence have become "unicorns," exceeding market valuations of $1 billion. Globally, FinTech
investment more than tripled to about USD12 billion in 2014, according to the Economist magazine, and Standard &

Poor's expects double that in 2015.

» The rise of the FinTech sector is a global trend, reaching developed and developing economies alike.

» We've seen how technology can disrupt whole industries, negatively affecting creditworthiness.

» The competitive threat of FinTech is not yet disruptive for banks' creditworthiness, but we believe that its
significance will grow in the coming decade.

» The largely unregulated nature of the sector, along with often better customer experience, is allowing for rapid
growth, and banking authorities have generally welcomed this new form of competition.

» However, the various segments that make up FinTech are largely untested and often haven't been through a
full credit cycle.

» We believe that regulations and the access of banks to extensive customer data may in the long run support
their ability to compete.

Are banks facing "an Uber-type situation?" That's how Mark Carney, governor of the Bank of England, put it during a
discussion at the 2015 World Economic Forum in Davos. But we believe that this is not the end of banking as we know
it. The technologies that FinTech companies are employing are an opportunity for traditional banks to revamp their
products, services, and distribution--and reduce costs too. However, the competitive threat from unicorns and other
emerging FinTech players is far from mythical. Many banks are still adjusting their business models to take on the
latest regulatory requirements, and are struggling with legacy IT systems, low interest rates, and slow economic
growth, for instance. Meanwhile, these new, unregulated, and nimble FinTech players are chipping away at the
revenue of traditional banks. We believe there is little room for complacency, despite the differences in scale and
ubiquity. Customer interactions with banks have already started to change, but have not yet disrupted the balance of

power.

Banks are aware of the danger of a sudden change, given technological "disruptions" in other industries. And they are
not standing idly by. They are starting to collaborate and engage by acquiring or partnering with Fintech companies,
setting up venture funds to invest in them, and incubating or launching their own digital finance companies. Yet, we
have seen that disruptive technological change has eroded the creditworthiness of a large number of incumbents in
other industries such as radio broadcasters, bookshops, newspapers, or the paper pulp makers. (See "Recovery,
Divergence, And Disruption: European Corporate Credit Outlook 2016," published on Dec. 9, 2015, as well as reports
in our Digital Disruption series such as "The Digital Disruption: What's The Credit Impact Of Netflix Inc.'s Continued
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The Future Of Banking: How FinTech Could Disrupt Bank Ratings

International Expansion? published on Aug. 27, 2015, on RatingsDirect.) We believe that the disruptive power of

technology can affect not only an industry's revenue base, but also its overall creditworthiness.

Not Yet A Game Changer For Bank Ratings

The unique nature of banking may offer some protection. First, the business is highly regulated and the barriers to
entry are high. Second, customers typically build a long-term relationship with their banks, with whom they entrust
their money and personal information. But these protections may wear thin. Authorities in certain regions are trying to
reduce the reliance of economies on bank funding. Also, in some markets where the banking infrastructure is poorly
developed, authorities perceive Fintech as a way to fight financial exclusion. Indeed, in less developed markets Fintech

promises to provide banking services to a wider proportion of the population and at a lower cost.

For the moment, we view FinTech as the new competitor on the block, but not yet a game changer for bank ratings.
For that reason, it's not yet a negative rating driver over our rating horizon, which typically extends out to two years.
However, we believe it will increasingly become a force to be reckoned with. The eventual impact on bank ratings will
depend not only on how banks respond to the new competition and the particular vulnerability of their business
models, but also on the response by authorities and regulators to FinTech's growing clout. Here, we consider how
FinTech competition could affect the creditworthiness of traditional banks. We walk through the criteria we use to rate
banks, starting with systemic factors and then addressing bank-specific factors (see chart 1 below, which summarizes

our bank criteria, "Banks: Rating Methodology And Assumptions," published on Nov. 9, 2011).
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Although we believe that FinTech competition will touch individual banks, we can't exclude that over time it could
affect the creditworthiness of whole banking systems. Our Banking Industry Country Risk Assessment (BICRA) criteria
are designed to capture such systemic risk. We use the criteria to determine a bank's anchor, or the starting point to
rate banks in a given country. In our view, FinTech competition could over time affect this starting point to the ratings
of banks in a number of countries. We're talking not only about developed but also developing economies, as the reach
of the various kinds of FinTech is global. In emerging-market economies, with weak banking penetration and sparse
branch networks, we see just as rapid growth prospects for the sector, aided by growing mobile and Internet access,

and the shift toward cashless transactions.

Our BICRA analysis comprises two main assessments: one for economic risk and the other for industry risk. We
believe that the rise of FinTech could primarily raise industry risks, affecting the competitive dynamics of banking
systems. For example, the segments where FinTech competes with banks are often capital-light businesses, where
technology gives new players a cost or service advantage. Such competition will likely weaken the return on equity of

banks, which may in some cases retrench back to more capital-intensive regulated activities, or decide to lower profit
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margins to retain their competitiveness--with implications for their overall risk appetite.

The core activities of traditional banks also face increasing competition from digital banks, such as in the UK. In April
2013, the UK.'s Prudential Regulation Authority and the Financial Conduct Authority made changes to banking
regulation and authorization, making it easier for companies to apply for a banking license. As a result, 29 companies
applied in 2014, and the new banks launching in 2015 include some digital-only ventures, such as Atom Bank. What's
more, FinTech's revenue-generating ability is much larger than their generally modest capitalization indicates. In other
sectors, a number of well-known disruptors don't own any inventory or large amounts of fixed assets: AirBnB doesn't
own the properties it offers on its platform, and Uber doesn't own the cars in its network. Similarly, many FinTech
companies operate on a marketplace model and don't hold risks on their balance sheets (think peer-to-peer lenders,
crowdfunders, or financial aggregators). That means they need relatively small amounts of equity compared to bank
rivals. Furthermore, we believe that FinTech companies and the larger established Internet giants have the capacity
and willingness to take greater risks, compared to banks, many of which are still under regulatory pressure to beef up

their capitalization and put less emphasis on top-line growth.

Will Success Invite Regulatory Scrutiny?

The largely unregulated nature of FinTech at some point is likely to come back to bite. We consider it inevitable that
some customers of unregulated FinTech companies will fall prey to losses, mis-selling, data security breaches, or
misuse of personal data. In case of serious or repeated occurrence of FinTech accidents, the reaction of customers and

regulatory authorities could determine FinTech's future competitiveness.

Another scenario is that as FinTech players become a crucial part of the financial system, they will naturally invite
greater regulatory scrutiny. Some aspects that could attract attention are outsourcing by banks to FinTech partners or
exposure by banks to FinTech companies, or the possible systemic consequences of the failure of a large number of
small players. We expect that regulations around anti-money laundering, conduct, and in some cases data privacy

protection will progress the fastest initially. Extensive prudential regulations in our view remain a long way off.

As a distant prospect, FinTech competition might disrupt banks' funding sources, for example their pool of retail
deposits. Today's online payment systems such as PayPal and Alipay, for instance, are starting to accumulate savings
in their ecosystem, though albeit for the convenience and not for any interest-bearing feature. We're also seeing some
offer the prospect of a higher return to individuals than traditional bank savings accounts for example via
crowdfunding, but at higher risk. One big reason for the growing attractiveness of alternative investment opportunities

is, in our view, persistently low interest rates.

Could FinTech Lead To Credit Bubbles?

FinTech is unlikely to pose economic risks to banking systems, mainly because of the small amount of loans and
finance involved. For instance, in the U.S., we estimate that peer-to-peer lending currently amounts to about only 1%
of total personal finance and small business lending. That said, we believe it's worth monitoring the sector to gauge the

impact of nonbank regulated activities on private-sector leverage and the possible build-up of asset bubbles,
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particularly in light of the lack of regulations around activities such as peer-to-peer lending.

The economic impact doesn't necessarily have to be a risk to the system. Our assessment in this area could benefit a
banking system. For example, some systems where societies aren't broadly served by banks could benefit from greater
financial inclusion. To the extent that FinTech companies unlock access to an expanded customer base whose needs,
they could facilitate greater circulation of credit and perhaps eventually banking services in an economy. What's more,
greater diversification among providers of credit to an economy could improve its resilience to crises, especially when
the new emerging sector is not as dependent as the incumbent banking sector on maturity transformation (the use of
on-demand or short-term funding sources to finance longer-term lending) and leverage. In addition, the national, often
cross-border, nature of some of these players, which are not tied to physical distribution channels, could reduce

geographic concentrations.

How We Look At The Credit Consequences At A Bank-Specific Level

Business position

Whether FinTech competition affects the business position of a bank, in our view, depends on the nature of its
activities and their relative contribution to overall revenue. We believe that FinTech will be less focused on certain
regulated and capital-intensive activities (such as certain lending segments or personalized investment advice). But
everything else may be fair game. Right now, FinTech players in the U.S. carry out lending, payments, international
money transfers, savings, investment, asset management, and, most recently, trading and back-office
functions--extensive key elements of a traditional bank's business. We expect most banks are or will begin to feel the

presence of FinTech companies, even if its disruptive nature will vary from one player to the next.

Business Position

Business position indicates the strength of a bank's business operations. We define business position as the
combination of specific features of the bank's business operations that add to or mitigate its industry risk score.
These features fall into three categories: business stability, concentration or diversity, and management and
corporate strategy.

How will banks respond to the competitive threat? Acquisitions are probably unlikely to be norm, given banks'
increasing capital requirements, the higher relative valuations of FinTech players, and the large amount of cash and
huge capitalization of some technology companies such as Google and Apple (see chart 1). Nor do we think it is very
likely that tech companies large or small will eagerly plunge into the regulated world of banking. As we noted above,
banks are acquiring or partnering with Fintech companies, setting up venture funds to invest in them, and incubating
or launching their own digital finance companies. FinTech competition is also sometimes leading to previously
unexpected cooperation between banks. In Germany for instance, traditional players across subsectors have banded
together to establish a unified online payment scheme (Pay Direct) and defined a new standard in response to growing

competition from PayPal and other non-bank payment service providers.
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Chart 1

Market Capitalization Of Selected Globally Systemic Banks And Listed FinTech
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Scoping Out The FinTech Sector: A Global Phenomenon

Lending

» Lending Club (U.S.; world's largest P2P lending platform)

o Kreditech (Germany)

» CAN Capital (US.)

» Zopa (UK)

» Kabbage (US.; No. 1 online provider of working capital to SMEs in UK. and U.S.)
» Funding Circle (UK.)

» GetBucks (South Africa)

» Prosper (US.)

» SoFi (US.)

* OnDeck (US.)

International money transfers

» TransferWise (UK.)
» SumUp (Ireland)
» WorldRemit (UK.)

Savings and investments

e Wealthfront (U.S.)

o Personal Capital (U.S.)

o CircleUp (US.)

e Nutmeg (UK

» Betterment (U.S.)

o Personal Capital Advisors (U.S.)

Payments

» Stripe (U.S.; payment in more than 100 international currencies)

» Klarna (Sweden; one of European leaders in e-commerce payment solutions)
o Square (U.S.; serves customers across the U.S., Canada, and Japan)

» Mercadolibre (Brazil)

» BitPay (U.S.)

» GoCardless (UK.)

» Apple Pay (US.)

» Alipay (China)

» iZettle (Sweden)

» Paypal/Venmo (U.S.)

Trading

* Robinhood (U.S.)
» eToro (2.75 million users in 140 countries)
e ZuluTrade (US.)

Note: This list, which represents selected players in key segments, is not exhaustive.
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These approaches can be seen as an inexpensive option in the future growth of the sector, or an effort to borrow
FinTech operations to improve cost control. However, we view them mostly as a defensive strategy to preserve

revenue that FinTech is capturing.

What's important to remember is that banks benefit greatly from their incumbent position as a relationship lender and
provider of a broad range of financial services. A customer may have a checking/current account, a mortgage, a credit
card loan, an insurance policy, and an asset management account all with the same banking institution. That's not the
typical FinTech business model, which tends to focuses on one niche in the value chain. Nevertheless, if it succeeded
in capturing substantial market share, a successful FinTech player could over time hurt banks reliant on
cross-subsidization of products and services. For example, some institutions provide certain services, such as current
or checking accounts, for free or at below cost to promote the sale of ancillary, more remunerative, services and
products. As new entrants capture a growing number of remunerative activities, traditional banks could be left with a

preponderant share of high-cost and more capital-intensive business lines.

Capital and earnings

FinTech's initial focus has been capital-light, "infrastructure"-type activities such as payments. They have also
progressively turned to other advanced functions, including lending and trading, which may hurt the returns of
traditional banks and their internal generation of capital. Banks that are the most reliant on them as profit centers will
feel the most pain. We believe that the main pressure from FinTech on banks' bottom line will be because of price
competition, rather than the amount of business they capture. For example, the growing trend toward
robo-advisers--online automated wealth management services--could hurt the margins of active asset management.
Through cost efficiency and, in the case of aggregators, enhanced price discovery, FinTech competition should make a

bigger dent on traditional banks' margins than on the amount of business they capture.

Capital And Earnings

Capital and earnings measures a bank's ability to absorb losses, providing protection to senior creditors on a
going-concern basis. We assess capital and earnings by looking at regulatory requirements, the projected level of
risk-adjusted capital (as per our own measure), and the quality of capital and earnings. We look at several
measures of capital; however, our projected risk-adjusted capital ratio is the most important.

Banks will have to continue to deploy substantial investments, if in response to FinTech competition they choose to
digitally transform all or part of their business. IT spending will undoubtedly rise, not just for the development of new
products, services, or distribution channels, but also to bolster defenses around related emerging risks (such as cyber
risk, see "Credit FAQ: How Ready Are Banks For The Rapidly Rising Threat Of Cyberattack?" published on Sept. 28,
2105). This would reduce the positive impact of cost containment measures that we've been seeing lately on banks'
efficiency. What's more, we believe that transformative IT spending has become a recurring expense line, if banks are

to keep abreast of technological developments and consumers' evolving expectations.

Any large acquisition by banks of FinTech players, if leading to material goodwill, could weigh on our assessment of
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capital and earnings. For now, we believe acquisitions will largely be limited to small players, especially in light of
strengthened regulatory capital requirements for banks, and gaps in valuation metrics between FinTech players and
banks.

Risk position

It's unlikely at this stage that in response to FinTech competition, banks will raise their credit or market risk to boost
margins and other income. One reason is that for now the two are not competing for the exact same customer. For
instance, FinTech's credit-based activities are often complementary to bank lending. In the UK., the authorities asked
banks to refer rejected loan applications from small and midsize enterprises to peer-to-peer platforms for financing.
Similarly, in the U.S,, FinTech companies are taking on correspondent banking services or small-dollar loans to

businesses, which banks there are increasingly reluctant to extend.

Risk Position

Risk position serves to develop a more refined view of a bank's actual or specific risks compared to the standard
assumptions that we use in our capital and earnings analysis. To differentiate a bank's unique risk position, five
areas are analyzed:

» How the bank manages growth and changes in its risk positions,

» The impact of risk concentrations or risk diversification,

» How increased complexity adds additional risk,

» Whether material risks are not adequately captured by RACF, and
» Evidence of stronger or weaker loss experience.

If this trend continues over the longer term, we could see some banks focus increasingly on a smaller number of
"traditional," regulated activities, with partnerships with third-party FinTech providers for ancillary activities. Our
assessment of risk position for such a bank would then balance the possible decrease in risk diversification (typically
credit negative) against the decrease in complexity (credit positive). Our risk assessment would also take into

consideration whether these core activities are adequately remunerated.

And if this trend transforms business models, we could see a shift in risk from banks to third-party FinTech companies
and their investors. This would be the case for a bank that outsources activities to these companies and receives
origination fees, instead of generating revenue from pursuing the activities themselves. Yet, there is still potential for
operational risk. We believe that banks may be held responsible for the choice of third-party service or product
providers, and face litigation in the event of data breach, mis-selling, or other possible act of misconduct by FinTech

partners.

Above, we've noted that banks are starting to engage with Fintech companies, which are increasing their exposure to
the FinTech sector, whether in the form of equity investment, lending, or operational exposures. Such exposures are

small for now, but if they become substantial they could weigh into our assessment of risk position.
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Funding and liquidity

FinTech companies will, in our view, compete increasingly with banks not just for credit, but also savings. Most
FinTech players are currently enablers of activities such as lending and payments on the asset side. But to the extent
that FinTech companies act as aggregators of data and information for consumers wanting to manage savings, they

could certainly influence the liabilities side of traditional banks.

But we could also imagine instances where FinTech companies would support our assessment. For instance, FinTech
companies could help simplify liability management through the use of blockchain technology, for example, to conduct

repurchase operations. This could result in efficiency gains for margins as well for traditional banks.

The analysis of funding compares the strength and stability of a bank's funding mix, according to several metrics,
with the domestic industry average funding assessment. The liquidity analysis centers on a bank's ability to
manage its liquidity needs in adverse market and economic conditions and its likelihood of survival over an
extended period in such conditions.

So far, FinTech competition has had little impact on bank deposits in most countries. All in all, we expect guarantee
schemes to continue to underpin the stability of bank deposits. But we note the growing competition that traditional
bank deposits have been facing from digital banks without branch networks, while also benefitting from deposit
guarantee schemes. In a number of countries, digital banks are offering better yields and attracting a growing share of

deposits, but we remain cautious whether such growth can persist once interest rates increase.

Remain Relevant, Or Left Behind

Banks are not remaining passive to the rise of FinTech competition. They are boosting investment in technology and
some are re-evaluating their product offerings and delivery channels. But we believe that technological investments
alone won't insulate banks from the risk of disintermediation. Indeed, what will ensure that banks will remain the
financial system's main actors, especially in a regulatory context where authorities in a number of countries are keen to
curb their systemic importance? We believe that changes in business model and culture, with a core focus on customer

experience and innovation, are also prerequisites if banks are to remain relevant in the next decade.

Related Criteria And Research

Related Criteria
» Banks: Rating Methodology And Assumptions, Nov. 9, 2011
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We have determined, based solely on the developments described herein, that no rating actions are currently warranted. Only a rating
committee may determine a rating action and, as these developments were not viewed as material to the ratings, neither they nor this report
were reviewed by a rating committee.
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