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Online marketplace lending: an alternative to bank financing?

Online marketplace lending' is a new form of intermediation with the potential to replace or complement the traditional financial
system. These 100% online platforms provide direct contact between lenders and borrowers and offer services to screen loans,
assess creditworthiness, manage servicing and collection, and recover non-performing loans. This is partly a kind of fintech
whose aim is to use technology to offer financial services with a particular, although not exclusive, focus on market segments that
may not be profitable for traditional banks,? especially consumer credit niches and financing for micro and small firms.

These fintechs are developing very quickly in China, the USA and the United Kingdom, as shown by the fact that, in 2015,
platforms financed by venture capital attracted more than 3.5 billion dollars in capital in these three countries.® Such
investments, associated with high interest on the part of individual and institutional investors looking for higher returns, are
expected to provide a strong boost for growth in these markets. Some analysts, for instance, estimate that the volume of loans
in these three countries could increase by almost 75% annually in the coming years and go from 89 billion dollars in 2015 to 467
billion dollars in 2018.* Should these predictions come about, online marketplace lenders will have demonstrated its potential
to become a significant alternative to bank financing.
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platforms consists of developing new credit risk models based

on exploiting a large amount of data,® including non-traditional sources such as social media and information on the speed with
which a credit application is made. This innovation may help to reduce fraud and refine solvency assessments insofar as these
new sources of data could improve the predictive ability of these models. Lastly, such differentials help to speed up the process
of evaluating loan applications, a key aspect of the customer experience.

Nevertheless, there are also a number of considerations that represent serious challenges to the marketplace lending business
model. On the one hand, the predictive ability and accuracy of some of the new risk models cannot be validated until different
stages in the credit cycle have occurred.® Another aspect to bear in mind is volatility in fintech financing. In a downward phase
of the cycle; i.e. in an environment with high levels of non-performing loans or higher interest rates, these platforms could see
their financing flows reduced as a result of less investor interest.” Similarly, unlike banks which fund loans with deposits, fintechs
depend on an investor base that demands much higher returns than the average cost of funds for a bank. It is estimated that
the lower operational costs incurred by online marketplace platforms are actually offset by a higher financing cost, so that the
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total costs of banks and these platforms are not so dissimilar.® Lastly, in a relatively small market such as Spain it may also be
difficult for online marketplace lending to attract investors.

In addition to these considerations regarding the business model, fintechs must also operate in a complex and highly competitive
environment. In Spain, with the aim of protecting small savers, legislation governing platforms limits the volume of individual
loans, the maximum investment a non-accredited investor can make and the investment a platform can keep on its balance
sheet.® Moreover, the proliferation of fintechs, in addition to the advances in digitalisation made by traditional financial
institutions, increases the competition in a sector in which achieving economies of scale is crucial insofar as this helps to add
more information on borrower behaviour in order to develop models and invest in innovation and security. Many fintechs may
also find it difficult to keep up the high growth rates observed to date, as shown by the slowdown that is starting to be recorded
by investment in online marketplace lending in Europe, especially that of limited scale.™

In this respect, traditional banks also possess a number of advantages over fintechs (economies of scope and scale, more stable
sources of funding and integrated multi-channel distribution networks) which allow them to bear both the regulatory costs and
also investments required in technology and security. Given this situation, the theory of disruptive innovation" suggests that the
incumbent organisations will accelerate their innovation to face new rivals, which can initially offer better products or services to
their current clients. In short, the risk is high for those institutions that are slower to respond in terms of innovation.

Ultimately, the major challenge for any company, whether it is a fintech or a traditional financial institution, is to offer a good
value proposition and to gain the trust of clients and investors. It is too soon to know how the online marketplace lending
business model will develop over the next few years but we can predict that not all institutions will successfully overcome this
challenge, be they incumbents or fintechs.
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