
Alternative 
lending
Commoditizing loan applications 
through technology while paving the 
way for big data investing



Alternative lending  ||  Alternative lending

Foreword
Page 11

2 Alternative lending: who is 
playing the game?
Page 3

2A Alternative lending ecosystem 
Page 4

3A The borrower experience 
Page 12

2B Alternative lenders — not all  
are the same 
Page 7

3B Investor considerations for a  
new asset class 
Page 21

2C Growth and opportunity 
Page 8

3 Operating model: capabilities 
enhanced through technology and data
Page 11

4 Challenges the industry faces 
Page 25

5 Why financial institutions should 
be interested 
Page 27

6 What does the future hold?
Page 31

Table of contents



1 F orew ord

2A l t e r n a t i v e  l e n d i n g   |1 |   A l t e r n a t i v e  l e n d i n g

Alternative lending  ref ers to a g row ing  industry of  
dig itally b ased lending  platf orm s f or dif f erent b orrow ing  
needs,  including  consum er,  sm all and m edium  enterprise 
( S M E ) ,  student loans and m ortg ag es.  Within the last 
1 0  years,  this industry has em erg ed to b ecom e the 
sub j ect of  m uch discussion and speculation due to the 
technolog ical innovations it uses to sim plif y and ex pand 
consum er access to capital,  its stance on reg ulation,  and 
the potential threat it presents to traditional financial 
institutions.  

Alternative lending  platf orm s provide an end- to- end loan 
ex perience throug h dig ital delivery,  f rom  application and 
orig ination to underw riting  and servicing .  Alternative 
lenders perf orm  the credit underw riting  process and 
approve or decline a loan application b ased on the 
b orrow er’ s risk  score in near real tim e,  relying  heavily 
on proprietary alg orithm s and the collection of  dif f erent 
sources of  data directly f rom  the b orrow er or third 
parties. The efficiency, scalability, reduced cost and 
dig ital capab ilities provide clear dif f erentiators to 
consum ers w hen com pared to a traditional b ank ,  w hich 
could tak e m ultiple w eek s f or processing  a loan.  

As the industry m atures,  there is g reater sk epticism  
reg arding  w hether this lending  m odel can w ithstand a 
dow n cycle,  increased reg ulatory oversig ht,  challeng es 
w ith the credit underw riting  practices,  as w ell as the 
operational challeng es associated w ith scalab ility 
( e. g . ,  internal controls,  operational risk  m anag em ent 
and loan servicing ) .  Also,  since this industry hing es on 
everything  dig ital,  there are increasing  concerns around 
cyb ersecurity and online f raud w ithin the dig ital b ank ing  
w orld.  

A lternativ e lenders h av e built th eir base around a set of  c ore 
c ompetenc ies,  w h ic h  w ill c ontinue to be k ey  trends th at sustain 
th e sec tor’ s grow th :

•  F irms must c ontinue to s im p l if y  th e b orrow er ex p erien ce,  
ex panding to new er produc ts and segments.

•  B ig  data an d an al y tics  are th e c ore resourc es to target 
underserv ed c ustomers.

•  L ow erin g  of  f u n din g  cos ts  w ill remain essential to c ontinue to 
of f er c ompetitiv e pric ing,  and turning th e alternativ e lending 
asset c lass into a mainstream w ill be th e best w ay  of  ac h iev ing 
th is obj ec tiv e.

•  A s b an k  p artn ers h ip s  allow  alternativ e lenders to ex pand th eir 
reac h ,  th ey  w ill need to c omplement th eir c urrent of f erings 
wilh olhej Õnanciad hjo\ucls i^ lheq aje lo Zecoee Zanc 
c ompetitors instead of  th eir serv ic e prov iders.

Lja\ilionad Õnanciad inslilulions eusl nol Ze oZdinious lo lhe 
trends in th is industry .  F rom a mark et sh are perspec tiv e,  
adlejnaline den\ejs eaq slidd Ze dooce\ al as an insi_niÕcanl 
th reat,  but th e rate of  c h ange and grow th  alternativ e lenders 
aje _oin_ lhjou_h is wojlh a wajnin_ since il si_niÕes 
ohhojlunilies lo a daj_e scohe o^ Õnanciad inslilulions& Lhjou_h 
partnersh ips,  bank s c an strength en th eir lending of f erings,  
whide weadlh eana_eeenl Õjes can Zjoa\en lheij scohe o^ 
hjo\ucls lo o^^ej hodislic Õnanciad a\nice an\ incojhojale doans 
to th eir c ustomer base.  F inanc ial institutions must be aw are of  
th e f ollow ing opportunities:  

1.   F inanc ial institutions c an enh anc e th e lending c lient’ s 
ex perienc e,  w h ic h  c urrently  is subpar w h en c ompared to 
alternativ e lenders w h o lev erage real- time underw riting to 
f und a loan in under a day .

*&  Oeadlh eana_eeenl Õjes an\ olhej Õnanciad inslilulions$ 
w h ic h  h av e traditionally  not f oc used on lending,  c an broaden 
lhe scohe o^ lheij o^^ejin_s$ hjoni\in_ hodislic Õnanciad 
adv ic e.

3 .   F inanc ial institutions c an ex pand th eir c ustomer base,  
w h eth er it is c lients outside of  th eir c urrent risk  f rontiers or 
by  f oc using on millennials w h o w ill be th e rec ipients of  th e 
nex t generational w ealth  transf er,  addressing th eir c urrent 
liability  needs.

,&  Lheje is a Õpe\ incoee innesleenl ohhojlunilq lhal 
alternativ e lenders are generating th rough  th e c reation of  
th is new  asset c lass,  w h ic h  h as h ad positiv e returns ev en in 
th e 20 0 8 – 20 0 9 mark et dow nturn.

T h is w h itepaper tak es a c ritic al look  at th is industry  f rom 
dif f erent angles —  both  th e borrow er perspec tiv e and inv estor 
perspec tiv e.  
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2 A.

Alternative lending  ecosystem

The alternative lending ecosystem is defined by a 
larg e variety of  players and participants,  each of  
them  playing  a distinct role to connect b orrow ers and 
investors.  T his concept is essential to understand the 
industry’ s evolution and outlook ,  as innovations are 
em erg ing .  

Fig ure 1 .  Alternative lending  ecosystem  
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T raditional lending  players
T h e c urrent ec osy stem c annot surv iv e w ith out traditional lending play ers sinc e th e issuing banks prov ide th e liq uidity  nec essary  to 
meet th e mark et demand f or loans th at are posted in th e alternativ e lending platf orms.  O nc e a loan h as been posted on a platf orm 
and,  subseq uently ,  inv estors h av e purc h ased th e total sum of  th e loan,  issuing bank s prov ide borrow ers w ith  th e f ull princ ipal and 
inv estors instantly  h old th e loan.  

An a\\ilion$ adlejnaline den\ejs \enedoh lheij own eelho\s o^ assessin_ cje\il jisc& Ohide lhe nadue o^ lhe cje\il hjoÕde coees ^joe 
ac c urately  w eigh ing th e data points,  credit data providers suc h  as E q uif ax  and T ransU nion amass c ritic al data th at is used by  
traditional bank s and alternativ e lenders alik e.

F urth ermore,  alternativ e lenders also rely  on th ird- party  c ustodians to h old th eir c lients’  inv estments.  IRA custodians allow  pure 
mark etplac e lenders to of f er retirement ac c ounts as inv estment produc ts,  w h ere th eir retail c lients’  inv estments in loans c an be 
administered.  

4A l t e r n a t i v e  l e n d i n g   |
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P roviders ( data,  platf orm ,  tools)
A side f rom alternativ e lenders th emselv es,  oth er innov ativ e 
play ers are f ostering th e use of  analy tic s and tec h nology  
lhal Zojjowejs an\ inneslojs ZeneÕl ^joe& Lhe enodulion o^ 
th ird- party  platf orms and tools is mak ing th is industry  v ery  
robust and more v aluable by  prov iding an additional lay er of  
transparenc y ,  aggregation and analy sis.

T h rough  data aggregators,  businesses th at are seek ing 
a loan c an link  th eir serv ic es ac c ounts —  suc h  as A maz on,  
Pay Pal or S tripe —  f or alternativ e lenders to better c alc ulate 
lheij jeshecline jisc hjoÕde& ;je\ilwojlhq Zojjowejs hane an 
inc entiv e to sh are as muc h  data as possible,  sinc e th e data 
itself  c an prov ide alternativ e lenders w ith  more granularity  
th at c an potentially  result in a reduc tion of  interest rates and 
iuadiÕcalion ^oj a hi_hej doan sire&

I nv estors h av e ac c ess to a v ariety  of  data points and investor 
platforms f ac ilitate th e ac c ess to th is data.  M oreov er,  
th ey  allow  retail and institutional inv estors to c onnec t w ith  
multiple mark etplac e lenders simultaneously .  B y  c reating an 
online env ironment f or inv estors to brow se th rough  v arious 
mark etplac es,  inv estor platf orms are of f ering mark etplac e 
lenders th e opportunity  to f urth er div ersif y  th eir c apital 
struc ture w h ile h elping inv estors to better alloc ate c apital by  
lev eraging data analy tic s and portf olio benc h mark ing.

T h e proc ess of  purc h asing a single loan originated by  a 
mark etplac e lender remains time- c onsuming f or retail 
inv estors.  A s a result,  retail tools h av e emerged to allow  
inv estors to sc ale th e amount of  c apital inv ested ( and re-
innesle\! e^Õcienldq& Lhese loods aje addowin_ usejs lo laidoj 
indiv idual strategies and pic k  loans automatic ally ,  of f ering 
tec h nology - driv en substitutes th at sc ale inv estments and 
sieudlaneousdq ^acidilale flepiZde innesleenl sljale_ies lhjou_h 
automated trade ex ec utions.

P rim ary constituents
F oundationally ,  alternative lenders c onnec t borrowers direc tly  w ith  investors th rough  peer- to- peer ( P2P)  lending.  A n inv estor 
c an buy  th e entirety  or a f rac tion of  a borrow er’ s loan,  w h o in turn may  h old its debt w ith  sev eral inv estors.  M eanw h ile,  oth er 
partic ipants w h o ac t as intermediaries and f ac ilitate ac c ess to both  borrow ers and inv estors h av e prolif erated.  

F rom th e borrow er’ s perspec tiv e,  brok ers/ ref errals are mostly  made up of  commercial banks and exchanges,  w h o partner w ith  
alternativ e lenders to ref er c reditw orth y  borrow ers ( w h o may  not meet th e c riteria to obtain a traditional loan)  in ex c h ange f or a 
f ee.  

F rom th e inv estor’ s perspec tiv e,  broker-dealers and money managers aje con\uils o^ Õnancin_ lhjou_h sljucluje\ secujilies wilh 
underly ing loans th at c ould be w h ole or f rac tional.

A l t e r n a t i v e  
l e n d e r s  r e m a i n  
n i m b l e  a n d  
cost efficient 
b y  l e v e r a g i n g  
a n a l y t i c s  a n d  
o p e n  a r c h i t e c t u r e  
t o  i n t e g r a t e  w i t h  
t h i r d  p a r t i e s .
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2 B .

Alternative lenders —  not all are the sam e

2 C .

G row th and opportunity

A lternativ e lenders c an be broadly  segmented ac ross tw o dif f erent dimensions:  borrowers served and funding model. H ow  h as th e mark et grow n?

1 .  B orrow ers served
• SMEs:  Lenders lik e O nD ec k ,  F unding Circ le or K abbage 

position th emselv es to primarily  serv e S M E s,  prov iding 
borrow ers w ith  th e liq uidity  nec essary  to purc h ase 
innenlojq$ ephan\ lhe wojc^ojce oj enen jeÕnance \eZl& 
=ajdq enljanls dice Den\in_;duZ lhal ZeneÕl ^joe hanin_ 
a longer trac k  rec ord are progressiv ely  adding S M E s as a 
Zojjowej se_eenl$ lhou_h wilhoul a si_niÕcanl iehacl lo 
th is date.

• Individuals:  A lternativ e lenders f oc used on indiv idual’ s 
eajcel%sheciÕc hjo\ucls$ eaindq consueej doans 
( LendingClub,  Prosper and A v ant)  and student loans ( S oF i 
and CommonB ond) ,  w ith  a grow ing of f er on mortgages,  
and div ersif y  th eir of f erings to serv e th eir c ustomers 
h olistic ally .

2 .  Funding  m odel
• Marketplace lenders seek  to transf er th e risk  of  h olding 

th e loans f rom one party  to anoth er.  

• Balance sheet lenders bear th e risk  of  h olding th e loans 
on th eir book s,  th ough  f or a limited period of  time,  
reduc ing ex posure.  

T h rough out th is paper,  th e terms m ark etp l ace l en ders  and 
b al an ce s h eet l en ders  —  separate ty pes of  alternativ e lenders 
—  w ill not be used sy nony mously  as th eir distinc tions w ill be 
disc ussed.

9 \islincl lqhe o^ Õje aje den\in_%as%a%sejnice  DaaK! 
prov iders,  w h ic h  of f er risk  assessment and underw riting 
on- demand to stores or brands th at w ant to of f er loans w h ile 
outsourc ing th e proc esses to do it.  S ome of  th em may  also 
o^^ej lhe ^un\in_& Lhese Õjes aje adso eeej_in_ hdaqejs 
in th e alternativ e lending spac e,  but w ill not be c alled out 
sheciÕcaddq lhjou_houl lhis hahej since eosl adlejnaline 
lenders h av e started to also enter th is ty pe of  business model 
th rough  partnersh ips,  w h ic h  w ill be addressed later on.  

Funding Circle

Prosper

LendingClub

OnDeck

SoFi 
CommonBond 

Avant

Kabbage/Karrot

Fig ure 2 .  S eg m entation of  alternative lenders
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S ources:
1.  “ LendingClub f or B orrow ers:  A  Complete R ev iew , ”  Magnify Money website,  w w w . magnif y money . c om/
blog/ personal- loans/ lendingc lub- rev iew - borrow ers- insiders- rev eal578 3 0 18 4 3 / ,  ac c essed M ay  20 16.

Fig ure 3 .  T otal U S  alternative lenders loan orig inations ( $ b )
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W ith  an estimated $ 29. 1 billion originated in th e U S  mark et by  
leading alternativ e lenders in 20 15 alone,  th e online lending 
shace has Zeen _jowin_ conseculinedq ^oj lhe hasl Õne qeajs in 
part due to its f oc us on underserv ed mark ets.

A lternativ e lenders are issuing loans to th e f ollow ing underserv ed 
mark ets:

• Consumers seeking to consolidate debt at more c ompetitiv e 
mark et rates th an th eir c urrent debt balanc es 

•  Case in point: A  surv ey  c onduc ted by  LendingClub 
h igh ligh ts th at borrow ers w h o took  out a personal loan 
th rough  th e platf orm aiming to pay  of f  h igh - interest c redit 
c ards or c onsolidate debt w ere able to sav e an av erage of  
3 2%  in interest. 1 B orrow ers surv ey ed reported an original 
outstanding debt w ith  an av erage interest rate of  20 . 60 % ,  
c ompared to th e 14 . 0 0 %  rate rec eiv ed f rom LendingClub.  
T h e av erage loan siz e w as $ 13 , 0 0 0  to $ 17, 0 0 0 .

• SMEs whose business size and loan amounts are considered 
too low lo Ze hjoÕlaZde ^oj Zancs

•  Case in point: O nline lenders c ontinue to reduc e th e barriers 
to entry  f or S M E s by  of f ering loan amounts and annual 
rev enue minimums at low  terms.  K abbage of f ers loans 
as low  as $ 2, 0 0 0  and req uires annual rev enue minimums 

of  only  $ 50 , 0 0 0 .  T h e larger,  more establish ed O nD ec k  
of f ers $ 5, 0 0 0  loans and sets its minimum annual rev enue 
req uirement at $ 10 0 , 0 0 0 .  

• Mispriced students with low probabilities of default w h o 
rec eiv ed standardiz ed gov ernment- issued loan rates th at don’ t 
ac c urately  assess c reditw orth iness

•  Case in point: S oF i and CommonB ond h av e adopted a 
strategy  of  targeting super- prime borrow ers w h o ty pic ally  
hane a cje\il scoje in lhe ei\%/((s jan_e$ si_niÕcanldq 
reduc ing def ault rates.  A s of  M arc h  20 16,  M oody ’ s c laims 
th at S oF i h as only  w ritten of f  $ 1. 8  million out of  th e nearly  
$ 6 billion originated to more th an 10 0 , 0 0 0  c lients.  

• Risk-adjusted consumers and SMEs th at,  based on th eir risk  
hjoÕde$ aje Zein_ \enie\ doans Zq Zancs$ as lheq slan\ oulsi\e 
th e bank ’ s risk  f rontiers

• Case in point: O nline lenders are of f ering risk - adj usted loans 
to c onsumers w ith  minimum c redit sc ores of  660 ,  a debt-
to- inc ome ratio of  up to 4 0 %  and minimum f our y ears of  
employ ment ex perienc e.  F or S M E s,  alternativ e lenders stretc h  
to up to one y ear of  business h istory  and a minimum c redit 
sc ore of  50 0  f or business ow ners.

S ources:
B ased on E Y  researc h
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C urrent share and opportunities

Fig ure 4 .  G row th opportunity f or alternative lenders 
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T h rough  a targeted approac h  of  serv ing th e underserv ed mark et,  th e alternativ e lenders h av e been able to get a f ooth old 
in th e lending mark et.  H ow ev er,  in order to c ontinue th e h igh  grow th  rate,  th ey  w ill need to dif f erentiate th emselv es in 
multiple w ay s,  inc luding:

S ourc es:  

1.  S mittipon S reth apramote et al,  “ G lobal M ark etplac e Lending D isruptiv e I nnov ation in F inanc ials, ”  Morgan Stanley Blue Paper,  M ay  20 15.  

2.  Peter R enton,  “ G lobal O v erv iew  of  O nline Lending, ”  presented at 20 16 Lend A c ademy ,  S an F ranc isc o,  U S .

1
Continue to simplif y  th e ex perienc e by  
mak ing it f aster and easier f or borrow ers to 
ac c ess c apital

T h e digital inf rastruc ture th at is already  f ac ilitating th e 
onboarding proc ess f or c onsumers and S M E s c an also be designed 
to reduc e c ritic al pain points in th e loan proc esses f or new  
produc ts,  suc h  as mortgages or c ar loans.

2
Q ualif y  more underserv ed indiv iduals and 
businesses using big data and analy tic s on 
prospec t data

M any  underserv ed segments are c urrently  targeted,  but th ere 
remain many  oth ers th at h av e not been addressed by  traditional 
Õnanciad inslilulions oj adlejnaline den\ejs& Lhe den_lh o^ cje\il 
or employ ment h istory  are some of  th e limitations plac ed ev en by  
alternativ e lenders to th eir c lients,  leav ing y oung indiv iduals or 
rec ent immigrants out of  th e target population.

3

O f f er c ompetitiv e pric ing w h ile remaining 
hjoÕlaZde$ lhjou_h dowejin_ o^ ^un\in_ 
c osts

F irms in th e c onsumer lending spac e h av e ef f ec tiv ely  reduc ed 
operating ratios to 2%  c ompared to a traditional bank ’ s 5%  to 7% .  
T h is allow s th em to of f er c ompetitiv e rates;  h ow ev er,  th e nature of  
eajcelhdace den\in_ eaces il iehossiZde ^oj lhese Õjes lo access 
cheah \ehosil ^un\s& Lo ljudq dowej ^un\in_ cosls$ lhese Õjes widd 
need to ex pand th e sourc es of  f unding by  mak ing th e asset c lass 
accessiZde lhjou_h wije houses an\ Õnanciad a\nisojs&

4

G ain ac c ess to larger groups of  c lients,  
suhhojle\ Zq a hodislic Õnanciad o^^ejin_ 
th rough   partnersh ips

Hajlnejshihs wilh lja\ilionad Õnanciad inslilulions hane lacen 
plac e,  initially  to h av e bank s as inv estors,  and now  w ith  a grow ing 
nueZej o^ Õjes doocin_ lo enhance lheij den\in_ cahaZidilies& Lhis 
widd dicedq ephan\ lo olhej lqhes o^ Õjes$ dicedq oulsi\e lhe Õnanciad 
serv ic es spac e.  T h ough  a saf e alternativ e to enh anc e mark eting 
e^Õciencq$ lheje is a jisc ̂ oj adlejnaline den\ejs lo shi^l lheij Zusiness 
eo\ed lo Zusiness lo Zusiness& Â  lhese Õjes \o nol wanl lo Zecoee 
LaaS  prov iders,  th ey  w ill need to dev elop c omplementary  solutions to 
engage c lients h olistic ally .
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3 A.

T he b orrow er ex perience
C lient acq uisition channels:  direct m ark eting  and partnerships

Alternative lenders have ef f ectively served various untapped m ark ets,  and have done this b y 
creating  b usiness m odels w here they outsource non- core f unctions and f ocus on ex celling  at 
those capab ilities that w ill create a strong  value proposition and b ring  the b est possib le user 
ex perience to their custom ers 

A s alternativ e lenders manage c ompeting priorities to 
c ontrol spending and inc rease origination,  th ey   
c ontinually  optimiz e c lient ac q uisition spend.  A ddressing 
sheciÕc cusloeej se_eenls jeiuijes an e^Õcienl laj_elin_ 
of  prospec tiv e c ustomers,  partic ularly  if  th e underw riting 
proc ess h as h igh  rej ec tion rates,  w h ic h  is more th an 90 %  
in th e c ase of  c onsumer loans.

T h ere are tw o distinc t mark eting c h annels th at are  
predominant ac ross most alternativ e lenders:  direc t mar-
k eting and partnersh ips.

D irect m ark eting :  T h is c h annel entails direc t mail,  online 
mark eting,  soc ial media and sponsorsh ips.  I n a business 
model th at mostly  lev erages online c omponents,  direc t 
hhqsicad eaid is one o^ lhe ^ew epcehlions an\ is busliÕe\ 
Zq ils e^Õciencq& Den\in_ ;duZ eaids hjeahhjone\ o^^ejs$ 
w h ic h  ultimately  get approv ed on 50 %  of  th e c ases.   
H ow ev er,  th is meth od is f ar f rom arc ane;  th e direc t mail 
c h annel is supported by  strong mark eting analy tic s,  w h ic h  
in c ases lik e Prosper’ s,  is entirely  proprietary  and optimiz es 
mark eting spend on a month ly  basis.  T h e ov erall goal is 
^oj adlejnaline den\ejs lo e^Õcienldq alljacl a Zjoa\ edi_iZde 
borrow er set th at is not nec essarily  j ust f oc used on th e 
millennial segment.  

P artnerships:  S trategic  partnersh ips are th e f astest  
grow ing c h annels f or th e spac e,  generating a strong 
sourc e of  ref errals,  w ith  traditional bank s as th e most 
prominent ex ample.  Partnersh ips w ith   

J PM organ Ch ase &  Co.  and I ntuit driv e more th an 8 0 %  of  
th e ref erral c ustomer v olume f or O nD ec k .  ( I nc entiv es f or 
bank s w ill be addressed at a later sec tion. )  Partnersh ips 
^ujlhej enhance lhe e^Õciencq o^ adlejnaline den\ejsÌ 
ow n ac q uisition c h annels.  A  c o- branded email betw een 
an alternativ e lender and a bank  targeting a prospec tiv e 
c ustomer is th ree times more ef f ec tiv e th an a stand- alone 
email f rom th e same alternativ e lender.  U niv ersal or 
w ell- k now n traditional bank s are not th e only  segment th at 
alternativ e lenders target f or f uture partnersh ips.  F irms 
suc h  as K abbage and O nD ec k  h av e indic ated th ey  are 
c ontinually  speak ing to 18  to 25 c ommunity ,  regional and 
superregional bank s about potential partnersh ips.  

T h e unpaid av enue,  suc h  as organic  w eb searc h ,  is also a 
strategy .  R ef errals are c ommon among alternativ e lenders.  
A pplic ants rej ec ted f rom one platf orm w ill be suggested to 
ac c ess oth ers,  as is th e c ase w ith  c ustomers w h o apply  f or 
Lending Club loans and rec eiv e rec ommendations to apply  
f or a loan at A v ant,  w h ic h  targets subprime borrow ers.  

T h is model is supported by  th e user ex perienc e,  resulting 
in more th an 50 %  repeat c ustomers.  H igh  repeat  
cusloeejs hane hedhe\ lo dowej aciuisilion cosls ̂ oj lhe Õje&

A lternativ e lenders f ac e c h allenges in max imiz ing leads 
wilhoul sacjiÕcin_ liee an\ cje\il iuadilq$ as lhese 
c ompeting tensions need to be optimiz ed c ontinuously  to 
preserv e c redit and f urth er improv e underw riting standards.

For an alternative lender perspective,  partnerships help 
acq uire the rig ht custom ers m ore cost ef f ectively,  b ut 
they m ay dilute the alternative lender’ s b rand in the 
process. The challenge lies in finding the right balance 
and rem aining  top of  m ind to the custom er.



Marketplace lenders (consumer loans)

Balance sheet lenders (small business loans)
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•  H ere,  alternativ e lenders h av e c reated th e largest improv ement and time 
sav ing,  due to th e reduc tion in time,  w h ic h  is 10 0 %  c lient f ac ing.

•  T h e c apabilities th at allow  th at f ollow  f or th is are real- time underw riting,  
identity  and c redit c h ec k  and e- sign th rough  c h ec k box ,  enabling prospec ts 
to submit a loan applic ation in under tw o minutes.

•  F or pure mark etplac e lenders,  th e f unding may  tak e additional time 
sinc e it depends on inv estors’  appetite to f und eac h  loan,  adding a great 
degree of  v arianc e to th e f unding duration.  T h is v ariation is an inh erent 
chajaclejislic o^ lhese lqhes o^ Õjes&

•  B alanc e sh eet lenders c an standardiz e th e f unding time,  as th e f unds are 
already  av ailable to be disbursed.

•  T h e loan approv al c an be done q uic k ly  in one day  as best- c ase sc enario.  
D elay s are result of  req uired legw ork  on th e c lient side.

•  T h e more amount of  data a c lient h as av ailable online,  th e low er th e 
legw ork  req uired and th e loan approv al time,  applic able both  to indiv iduals 
and business.

•  T h is last milestone depends on a c ompleted f unding and loan approv al 
proc esses,  w h ic h  run parallel.
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Fig ure 5 :  L oan orig ination process

L oan orig ination process
A lternativ e lending platf orms prov ider users w ith  a q uic k  
and seamless ex perienc e —  a c ore element of  th eir v alue 
proposition —  allow ing prospec ts to get a loan th rough  a f ast,  
paperless ex perienc e.

Lhe sqslee \esi_n jesudls in iuicc ^un\in_  wilhin Õne 
day s)  in most suc c essf ul c ases,  w h ic h  c an be as q uic k  as 24  
h ours f or more traditional,  plain v anilla loans.  K abbage is 

mark eting to c onsumers its ability  to ac h iev e “ sev en minutes 
to money . ”  H ow ev er,  f or mark etplac e lenders,  th ere may  be a 
h igh  v arianc e to th is duration,  as th e proc ess may  tak e up to 
14  day s2 f or dif f erent segments of  its c ustomers.  

T h e proc ess h as f our distinc t c omponents:  th e c ustomer 
submitting th e applic ation,  th e platf orm’ s approv al,  f unding 
of  th e loan and th e ultimate loan disbursal.  

1 .  Application process 
A lternativ e lenders h av e c reated a tw o- step model f or 
indiv idual and S M E  borrow ers:  a preliminary  sof t c redit c h ec k  
th at seek s an initial amount of  c lient inf ormation and results 
in an estimated loan amount and rate.  Clients w h o ac c ept 
an\ aje salisÕe\ wilh lhe hjohose\ aeounl an\ jale widd _o 
th rough  a c redit c h ec k  ( af f ec ting th eir c redit sc ore)  and see 
lhe Õnad doan o^^ej& Lhe hjocess jedies heanidq on hjohjielajq 
real- time underw riting and identity  c h ec k ing c apabilities to 
c reate a seamless ex perienc e,  w h ic h  tak es betw een 5 to 10  
minutes.

T h e platf orm th en assigns a grade to th e loan,  and in th e 
c ase of  mark etplac e lenders,  publish es it so inv estors c an 
f und it based on th eir risk  appetite.

2 .  L oan approval
T h e loan approv al proc ess,  aside f rom th e underw riting 
c omponent during th e applic ation ( see “ U nderw riting”  
sec tion below  f or underw riting details) ,  relies mostly  on th e 
av ailability  of  inf ormation and doc umentation th e c lient must 
hjoni\e lo nadi\ale lheij Õnanciad silualion&

A t th is stage,  c lients must h av e th eir bank  ac c ounts link ed,  
w h ic h  means prov iding th e bank ’ s ac c ount and routing 
number or prov iding ac c ess th rough  aggregators by  entering 
usejnaee an\ hasswoj\& <ehen\in_ on lhe Õje$ lhis eaq 
be req uested up f ront in th e applic ation;  h ow ev er,  no loans 
are approv ed w ith out link ing th e ac c ount,  as th is is th e 
means to disburse th e loan and deduc t month ly  pay ments.  
I f  th e link ing of  th e bank  ac c ount is done w ith out th ird- party  
a__je_alojs$ a conÕjealion sleh  nadi\alin_ a ljiad \ehosil in 
th e bank  ac c ount)  adds one day  to th e proc ess.  

I n th e c ase of  businesses,  th eir c reditw orth iness is assessed 
Zase\ on non%Õnanciad Zusiness \ala suhhdeeenle\ wilh non%
traditional data points suc h  as reputation,  business v olume,  
seasonadilq$ an\ inflows an\ oulflows& Lhis adso incdu\es 
soc ial media data and A maz on.  A c c ording to th e platf orms,  
businesses th at h av e a strong soc ial media f ootprint and 
a h igh  number of  c ustomers th rough  th is c h annel are less 
lik ely  to def ault or c ommit f raud.  S h ipment,  ac c ounting and 
Zusiness cash flow$ lhjou_h dinca_e o^ MHK$ IuiccBoocs¢ 
and Pay Pal,  are additional ex amples of  th e inf ormation th at 
Õjes dice CaZZa_e access Zq hanin_ doan ahhdicanls connecl 
th eir business ac c ounts to th e loan applic ations.

I nc ome v alidation is nec essary  f or loan approv al in loans 
to indiv iduals.  F or sev eral c ustomers,  th is h appens in an 
auloeale\ ^ashion2 cusloeejs eehdoqe\ al daj_e Õjes hane 
th eir inc ome v alidated q uic k ly  and easily .  H ow ev er,  th is is 
not th e c ase f or approx imately  50 %  of  loan applic ants.  T h us,  
alternativ e lenders need to c ontac t employ ers v ia ph one 
to v alidate salary  or req uest proof  of  inc ome f rom th ose 
indiv iduals w h o lac k  a regular inc ome stream.  

T h e ov erall loan approv al proc ess ty pic ally  tak es 24  h ours 
or less f or c onsumer and S M E  c ustomers,  and may  ex tend 
to 4 8  h ours f or student loans,  w h ic h  req uire additional 
doc umentation f or rev iew .  T h e mortgage loan proc ess h as 
enormous opportunities f or improv ement,  as it c an tak e 
betw een 25 and 3 0  day s. 3

3 .  S oF i Company  D emo,  A imee Y oung,  20 15 Lend A c ademy  Conf erenc e,  N ew  Y ork ,  U S .  

2.  Lending Club B orrow er A greement,  w w w . lendingc lub. c om/ inf o/ borrow er- agreement. ac tion,  ac c essed J uly  20 16.
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3 .  Funding  
T h e f unding step is th e reason f or th e v ariation in th e length  of  
th e origination proc ess.  F or balanc e sh eet lenders,  th e f unding 
hjocess laces un\ej a \aq as lhese Õjes hane lhe anaidaZde 
f unds in plac e f or ev ery  loan th ey  approv e.  O n th e oth er h and,  
mark etplac e lenders depend on inv estor appetite to f und th e 
loans.

Lending Club states th at 1%  of  th e loans do not get c ompletely  
f unded,  but it is w orth  ex amining listings to see h ow  long it 
c an tak e f or dif f erent loans.  F or a Lending Club listing of  little 
more th an 1, 8 0 0  loans, 4  25%  of  borrow ers h ad listed th eir 
loans more th an a w eek  ago and h ad not f unded 60 %  of  th e 
loan.  T h e f unding proc ess c an be largely  disparate f or dif f erent 
c ustomers apply ing to th e same mark etplac e lender,  as th e time 
in w h ic h  th e loan is f unded w ill v ary  depending on th e c lient.  A  
loan must be f unded ( approx imately  60 % )  w ith in 3 0  day s f or it 
to be issued to a borrow er.  I f  th e loan does not reac h  th e 60 %  
f unding th resh old,  Lending Club w ill of f er th e f unded amount 
and th e option to list a new  applic ation f or th e remaining 
unf unded amount.  O nc e th e f unds are av ailable,  th e disbursal 
relies on h av ing a c lient’ s bank  ac c ount link ed to deposit th e 
f unds.

T h e loan approv al and f unding proc ess must be initiated 
simultaneously  in order to reduc e a c ustomer’ s w ait time.  I f  
f unding is obtained f aster th an th e loan approv al,  th ere is 
w aiting time f or th e c lient until disbursement.  G iv en th e v ariable 
length  of  both  th e f unding and loan approv al proc ess,  eith er 
step c an be part of  th e c ritic al path  depending on th e c lient’ s 
situation.

4 .  L oan disb ursal
Doan \isZujsad$ which is lhe Õnad sleh$ siehdq eeans eacin_ lhe 
f unds ac c essible to th e c lient.  S inc e c lients’  bank  ac c ounts h av e 
been link ed in prior steps,  th ere are no additional steps oth er 
th an transf erring th e money  to th e c lient.

U nderw riting
Prosper President R on S uber h as c alled underw riting th e 
“ sec ret sauc e”  f or alternativ e lenders.  T h ough  th e rec ipe 
remains a sec ret,  it is possible to identif y  a set of  enh anc ements 
being made to th e underw riting proc ess.

O b j ective
W h ile traditional bank s’  underw riting rules seek  to approv e 
loans th at w ill not risk  th e F D I C insured deposits f unding th em,  
th e obj ec tiv e f or alternativ e lenders is to c reate an asset 
c lass w ith  predic table returns.  A lternativ e lenders w ill ac c ept 
risk ier loans th an bank s,  of f ering h igh er returns at th e risk  
of  h igh er def aults.  H ow ev er,  th e dec ision proc ess must still 
conÕje a\hejence lo sljicl un\ejwjilin_ slan\aj\s in oj\ej lo 
ef f ec tiv ely  predic t def ault rates,  to mak e sure inv estors k now  
w h at th ey  are inv esting in.  

Partnersh ips betw een alternativ e lenders and bank s h elp mak e 
th is ev ident.  U sing th e alternativ e lender’ s underw riting sy stem,  
loans are issued usually  under th e bank ’ s brand.  H ow ev er,  th e 
bank  does not h ouse all loans on its balanc e sh eet,  only  th ose 
up to a probability  of  def ault th at th ey  are w illing to k eep,  w h ile 
th e alternativ e lender w ill of f er th e rest to inv estors.  Lending 
Club states th ey  approv e loans suc h  th at in a w orst- c ase 
sc enario c risis,  similar to 20 0 8 – 20 0 9,  inv estors w ill obtain net 
rejo jelujns& Lhe Õje \oes nol ahhjone Zojjowejs wilh >A;G 
sc ore under 660 .  I n spite of  risk ier borrow ers,  rej ec tion rates 
amounted to more th an 90 %  in 20 15,  w h ic h  h as been grow ing 
due to an inc reased number of  applic ations w ith  low  F I CO  
sc ores.

P rocess
I n terms of  th e underw riting proc ess,  real- time underw riting 
is an essenliad edeeenl o^ lhese ÕjesÌ nadue hjohosilion& 
F or S M E s,  th is is h igh ly  relev ant:  a loan issued today  c an be 
more v aluable th an a loan w ith  a better rate issued in a w eek ,  
tak ing into c onsideration th e time v alue of  money .  R eal-
time underw riting minimiz es f raud by  lev eraging th ird- party  
hjoni\ejs lhal \edinej cusloeej i\enliÕcalion in^ojealion 
th rough  liv e data sourc es.  E v en in th e c ase of  partnersh ips,  th e 
platf orms do not sh are th e details beh ind th e underw riting,  as 
th is is one of  th e k ey  areas of  c ompetitiv e adv antage.  

4 .  E Y  A naly sis,  based on Lending Club loan listings,  w w w . lendingc lub. c om/
brow se/ brow se. ac tion ac c essed on M ay  5 20 16.  
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T raditional inputs

D isruptive inputs

F iel ds

C onsum er loan rej ection threshold
S ou rces

F iel ds

S ou rces

•  R isk  sc ore ( F I CO )
•  D ebt- to- inc ome ratio
•  Z ip c ode
•  E mploy ment length
•  H ome ow nersh ip status

•  F I CO  sc ore under 660
•  D ebt- to- inc ome ratio abov e 4 0 %
•  E mploy ment h istory  under f our y ears

S M E  loan rej ection threshold

•  F I CO  sc ore under 550
•  A nnual rev enue under $ 50 , 0 0 0
•  B usiness h istory  under one y ear

•  Ch ec k ing ac c ount 
cash flow 
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Fig ure 6 .  S am ple data attrib utes used f or loan underw riting  

S ourc es:  

1.  E Y  analy sis based on LendingClub 20 15 loan data,  Lending Club website,  w w w . lendingc lub. c om/ inf o/ dow nload- data. ac tion,  ac c essed J uly  20 16.  

2.  Priy ank a Prak ash ,  “ K abbage v s.  O nD ec k  Capital v s.  Pay Pal —  W h o O f f ers th e B est S h ort- T erm Loans f or S mall B usinesses? ” ,  FitSmallBusiness website,  
hllh2''ÕlseaddZusiness&coe'caZZa_e%ns%on%\ecc%cahliad%ns%haqhad'$ accesse\ Eaq *().&

Inputs
T h e proc ess inputs v ary  ac ross produc ts.  A lternativ e lenders 
h av e started to use as muc h  as 50  data points w h en modeling 
consueej doans$ wilh Õjes lhal o^^ej doans lo KE=s usin_ 
th e largest number of  inputs.  K abbage allow s S M E s to link  all 
of  th eir sales data,  business pay ments and analy tic s v endor 
inf ormation f rom sourc es suc h  as A maz on,  eB ay ,  S q uare and 
Pay Pal,  w h ic h  c reates a liv e c onnec tion of  h istoric al inf ormation 
aZoul lhe Õje seecin_ a doan& Gn<ecc deneja_es eoje lhan 
2, 0 0 0  data points to assess th eir c lients’  c reditw orth iness.  I n 
th e c ase of  student loans,  lenders ev aluate up f ront th e degrees 
and univ ersities of  th eir loan applic ants ( and v alidate th em) ,  to 
try  to predic t near- z ero def ault rates.

O f  th e v arious data inputs,  sev eral are th e subj ec t of  
conljonejsq& An lhe Õjsl hdace$ lhe _enejad hejcehlion lhal 
soc ial media c an be ex tensiv ely  used to assess a c lient’ s 
risk  is not alw ay s th e c ase.  S M E s may  lev erage data f rom 
Zusinesses$ Zul no Õjes in lhe consueej doans shace cujjenldq 
do th is in th e U S ,  as soc ial media attributes do not prov ide th e 
predic tability  needed to be inc luded in underw riting models.  

A noth er c ontrov ersial item is th e use of  F I CO  sc ores.  S ome 
Õjes widd use il an\ olhejs \onÌl$ an\ Zolh si\es widd shaje lhe 
same argument:  th eir models are data driv en,  and th e inc lusion 
of  ( or lac k  of )  F I CO  as an input to th eir underw riting model is 
a result of  testing th at input’ s predic tiv e ability .  W h eth er th ey  
use F I CO  or not,  th e dif f erenc e to traditional bank s is not j ust 
standardiz ing inf ormation into one indic ator,  but lev eraging 
th e ex tent of  additional inf ormation th at is usef ul to enh anc e 
predic tability .

Dasldq$ lheje aje inhuls lhal cannol Ze use\ as Õjes woud\ 
be inc urring in disc riminatory  prac tic es.  E v en th ough  w omen 
are more lik ely  to repay  th eir debt,  th is c annot be used as a 
v ariable to assess def ault rates,  in th e same w ay  th at rac e,  age,  
national origin and marital status c annot be used.  H ow ev er,  
alternativ e lenders c an get aw ay  w ith  one ty pe of  disc rimination 
th at bank s c annot;  sinc e th ey  do not lev erage depositor money  
to issue loans,  th ey  do not f all under F D I C and Community  
R einv estment A c t j urisdic tion,  w h ic h  bans disc riminatory  
prac tic es against low  inc ome areas.



Resources
D ata sc ientists are designing and building statistic al B ay esian 
models f or c redit dec isions,  in w h ic h  th e def ault probability  
f or eac h  giv en c lient is determined.  T h ese lending strategies 
and models are c ontinuously  dev eloped and tested.  F irms w ill 
h av e data sc ienc e teams,  dev eloping models f or ac q uisition 
to attrac t th e righ t loan applic ants,  w h ic h  w ill ultimately  
f unnel th rough  th eir underw riting models.  T h ese proc esses 
are designed in parallel,  as targeting th e w rong applic ants 
w h o w ould ultimately  not be approv ed by  th e underw riting 
hjocess woud\ jesudl in ine^Õcienl eajcelin_ shen\&

I n all c ases,  th e models w ill be proprietary .  F irms may  
outsourc e th e means of  obtaining additional data and 
inf ormation assoc iated to th e loan applic ants,  but th ere is a 
c lear inc entiv e to run th e underw riting models as it is a c ore 
c ompetenc y .

A lternativ e lenders’  underw riting q uality ,  risk  parameters 
and predic tability  indic ators w ill c ontinue to be sc rutiniz ed as 
th e sec tor matures.  F urth ermore,  th eir underw riting models 
c ontinue to be a matter of  public  disc ussion w h en loans are 
sec uritiz ed ( see inv estor sec tion) .

C lient support
9dlejnaline den\ejs ZeneÕl ^joe Zein_ aZde lo hjoni\e a _jeal 
c ustomer ex perienc e,  partially  by  issuing loans in minutes.  
T h ey ,  h ow ev er,  also f oc us on prov iding ex c ellent c ustomer 
support,  as ev idenc ed by  th e h igh  net promoter sc ores f or 
eajcelhdace den\ejs coehaje\ lo lhe olhej Õnanciad sejnices 
Õjes& Bedow aje sip \ieensions eehdoqe\ Zq adlejnaline 
lenders to c reate a superior c ustomer ex perienc e.

1.   A S ilicon V alley approach to client support —  A lternativ e 
lenders c onsider lending an engineering problem.  Lending 
Club’ s c all c enter reps are c oloc ated w ith  dev elopers at 
lheij Kan >jancisco o^Õce& Lhis a_ide eelho\ conÕjes lhal 
c ustomer issues are h eard,  and proc ess or tec h nology  
improv ements ( th at may  inc lude sof tw are enh anc ements)  
are addressed in real time.  T h e support staf f  also 
manages/ doc uments inc idents relating to applic ation 
f ailures and w ork s c losely  w ith  dev elopment teams to 
resolv e issues.  I f  a c ustomer ex perienc es a tec h nic al glitc h  
w h en signing into th eir ac c ount at an alternativ e lender,  
th e c ustomer c h ats w ith  a representativ e,  w h o indic ates h e 
or sh e w ill c onnec t w ith  th e engineering team to address 

th e issue.  W ith in 24  h ours,  w ith out any  c lient f ollow - up,  
th e representativ e c ontac ts th e c ustomer to inf orm h im 
or h er th at th e issue is resolv ed.  T h is real ex ample mak es 
ev ident th e ex pedienc y  w ith  w h ic h  c h anges are made,  and 
w h at c ustomers are grow ing to ex pec t.

2.   H ig hly eng ag ed and em pow ered em ployees —  F irms 
seek  empath etic  and k now ledgeable graduates f rom 
top- tier sc h ools to prov ide c ustomer support.  Lending 
Club’ s entire support staf f  h old f our- y ear degrees,  w h ile 
CommonB ond employ s I v y  League graduates w h o h av e 
h igh  empath y  sc ores.  T h e c oac h ing proc ess f or new  h ires 
spans th ree month s,  and all staf f  members h av e remote 
ac c ess c apabilities in th e ev ent th ey  c annot w ork  on- site.  

M ark etplac e lenders

Credit unions

6 5 – 9 0

Community  bank s

B ank ing

R egional bank s

Credit c ards

N ational bank s

0 20 40 60 90

3 .   S pecialists ow n and m anag e dif f erent parts of  the service value 
chain —  O nD ec k  underw riters ty pic ally  reac h  out to c urrent and 
hjoshecline Zojjowejs je_aj\in_ sheciÕc iueslions$ concejns 
or issues during th e origination proc ess.  T eams c an be h igh ly  
engaged w ith  c ustomers as needed.  A c c ount managers ov ersee 
th e produc ts’  educ ational aspec ts and prov ide additional assistanc e 
lo jebecle\ cusloeejs& An a\\ilion$ sla^^s al Õjes such as Den\in_ 
Club are appropriately  trained to ov ersee v ary ing responsibilities.  
T h e c ompany  sh if ts its w ork ers to address issues suc h  as h igh  
loan def aults and enc ourage c ross- pollination to be c ost ef f ec tiv e.  
F urth ermore,  Lending Club h as a member support team th at 
c ross- trains staf f  on c ollec tion c apabilities.  T h us,  in a dow nw ard 
econoeic cqcde$ lhe Õje jeiuijes einiead jaeh%uh liee lo eana_e 
loan c ollec tions w h ile oth er alternativ e lenders may  outsourc e th is 
c apability  to a th ird party .  

4 .   An ex perience even rej ected applicants can recom m end —  
A lternativ e lenders h av e h igh  rej ec tion rates,  w h ic h  h as th e logic al 
conseiuence o^ unsalisÕe\ hjoshecls& Lhese Õjes cannol a^^oj\ 
th e c ost of  negativ e public ity .  T o solv e f or th is,  O nD ec k  h as assigned 
dec line c ounselors w h o prov ide detailed ex planations beh ind th e 
rej ec tion c oupled w ith  educ ational c ontent and rec ommendations 
to inc rease an applic ant’ s f uture borrow ing c h anc es.  CommonB ond 
also notes th at w h enev er th ere is a c lient c omplaint or loan dec line,  
th e c ustomer support team immediately  addresses any  issues and/ or 
prov ides a timely  detailed response th at results in positiv e c ustomer 
f eedbac k .

5.   P rovide custom er- centric services b eyond issuing  loans —  S oF i 
h as gone bey ond its initial of f ering of  loans to prov ide automated 
Õnanciad a\nice$ cjealin_ ils own joZo%a\nisoj& Hjoshej Zou_hl 
Bidd?uaj\$ a ÉÕnanciad weddness ahh$Ê an\ jeZjan\e\ il lo Hjoshej 
D aily .  I t assists c lients w ith  budgeting,  trac k ing spending and c redit 
monitoring on a month ly  basis.  B oth  are of f ered f ree,  and th ese 
serv ic es c an be look ed at f rom a c lient support lens.

6.   C reating  and supporting  a com m unity —  Closely  tied to a c ustomer-
c entric  f oc us,  c reating and supporting a c ommunity  is a w ay  to driv e 
stronger engagement f rom c lients.  S oF i targets M B A  graduates 
f rom top- tier business sc h ools and f urth er seek s to tac k le th e issue 
of  h igh  tuition rates among students th rough  its “ soc ial netw ork ing 
program. ”  T h e program seek s to h elp matc h  c ustomers w ith  
hi_h%hjoÕde nelwojc conneclions ^oj cajeej coachin_ inlejniew 
c onsultation or j ob plac ement assistanc e sh ould a S oF i borrow er 
lose h is or h er employ ment.  F unding Circ le prov ides a “ H ow  to grow  
y our business”  series to prospec tiv e c ustomers.  T h e abov e strategies 
seek  to h elp borrow ers,  and in turn,  minimiz e loan def ault risk  f or 
th e lender.  B ey ond supporting th e c ommunity ,  th e industry  also 
look s to prov ide meaningf ul relationsh ips th rough  its soc ial missions.  
CommonB ond promotes a one- f or- one model f or educ ation w h ere 
f or eac h  degree f unded on th e c ompany ’ s platf orm,  th e alternativ e 
lender f unds a f ull y ear of  tuition f or an abroad student in need,  
inc entiv iz ing both  c lients and employ ees.  

S ourc e:  E Y  researc h
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3 B .

Investor considerations f or a new  asset class
T he new  asset class:  current state

M omentum c ontinues to build in th e 
alternativ e lending spac e f or both  
borrow ers and inv estors alik e.  I t is 
bec oming possible f or platf orms 
to ac h iev e prev iously  unmatc h ed 
supply  and demand,  c reating v alue 
f or inv estors.  T h e ex c eptional grow th  
of  originations sinc e 20 13  is due,  
in daj_e hajl$ lo a eassine influp o^ 
institutional inv estor c apital,  w ith  
$ 1. 5 billion w orth  of  sec uritiz ed loans 
sod\ lo inneslojs in lhe Õjsl iuajlej 
of  20 165.  
T h is trend raises th e q uestion of  
w h eth er retail inv esting in alternativ e 
den\in_ eaq adso Ze a si_niÕcanl hajl 
of  a v iable inv estor model.  D espite 
th e tec h nic al implic ations assoc iated 
w ith  inv esting in w h at is a y oung and 
uniq ue asset c lass,  and th e rec ent 
pullbac k s in institutional c apital,  
our insigh ts rev eal th at th e ev olv ing 
operational env ironment is pav ing 
th e w ay  f or w ealth  managers to 
potentially  dif f erentiate th emselv es 
by  inc orporating alternativ e lending 
inv esting in th eir c lients’  portf olios.

5.  “ W h y  Lending Club’ s mov e is a risk y  one, ”  J eremy  Q uittner,  h ttp: / / w w w . inc . c om/ j eremy - q uittner/ lending- c lub-
mov e- to- bonds- may - be- too- late- to- bolster- sh are- pric e. h tml,  ac c essed A ugust 20 16.

T h ough  industry  leaders opened th eir platf orms a 
dec ade ago,  alternativ e lending is still c onsidered 
a new  asset c lass.  I ndustry  leaders c ontend th at 
th e asset c lass sh ould be a piec e of  an inv estor’ s 
Õpe\ incoee addocalion3 nenejlhedess$ lja\ilionad 
w ealth  managers still c onsider alternativ e lending an 
alternativ e inv estment due to th e spec ulativ e,  less 
liq uid nature of  th e inv estment c lass.  T h e asset c lass 
is ev olv ing;  w h ereas it started as a direc t peer- to- peer 
mark etplac e,  lenders h av e made inv estment of f erings 
more robust.  W ith  improv ed inv estor ac c ess,  liq uidity  
and an establish ed risk - return tradeof f ,  alternativ e 
lending is poised to bec ome a mature asset c lass.  

T h e inv estor c h annels add to th e c omplex ity  of  
mark etplac e loans,  as th e uniq ue nature of  th e direc t 
platf orm c h annel f urth er dif f erentiates th e asset 
cdass ^joe lhe lja\ilionad Õpe\ incoee shace& >ijsl$ 
th e v arious meth ods to inv est in th e asset c lass are 
outlined below .  

T h e mark etplac e lending industry  w as built on th e 
c onc ept of  direc t platf orm inv esting:  peer- to- peer 
lending of f ered retail inv estors a univ erse of  loans,  
w h ic h  w as both  c onstrained by  th e lending platf orm 
and unc onstrained by  any  oth er traditional metric .  
H igh er y ields h av e been one of  th e strongest 
arguments f or th is asset c lass,  and industry  leaders 
also point to th e c onsumer loan v intages th at 
jeeaine\ hjoÕlaZde lhjou_h lhe dasl jecession& 
T h ough  c onsumer loans are th e only  sub- asset c lass 
old enough  to h av e been tested by  a c omplete c redit 
c y c le,  S M E  and student loan lenders still need to 
prov e th at th eir models c an also sustain perf ormanc e 
th rough  rec essions.  

M oreov er,  early  adopters self - selec ted loans in a 
hi_hdq eanuad ephejience$ Õdlejin_ an\ inneslin_ 
in more th an 10 0  indiv idual notes.  T h ese direc t 
platf orm portf olios,  w h ile f ully  tailored to th e 
indiv idual inv estor,  w ere time intensiv e to c reate and 
manage.  A s th e asset c lass h as grow n,  alternativ e 
lending inv estor platf orms h av e ev olv ed more robust 
of f erings,  inc luding ex panded sec uritiz ed bond 
of f erings.  

I nv estor liq uidity  c ontinues to limit inv estment in th is asset c lass f or many  inv estors.  A lth ough  LendingClub and Prosper 
h av e partnered w ith  F O LI O f n to c reate a sec ondary  mark et f or th eir notes,  sec ondary  trade v olume f or eith er platf orm 
is minimal and th e lac k  of  an industry - w ide sec ondary  mark et h inders th e maturation of  th e asset c lass.  W h ile direc t 
platf orm liq uidity  is limited,  sec uritiz ed produc ts prov ide inc reased liq uidity ,  but at th e trade- of f  of  reduc ed y ield and 
ljanshajencq& Beqon\ hjoni\in_ inneslojs lhe aZidilq lo o^floa\ innesleenls oj jaise nee\e\ cash$ incjease\ doan 
liq uidity  w ill go a long w ay  in strength ening mark et pric ing of  alternativ e debt and inc reasing inv estment f rom traditional 
inv estors w ary  of  th e asset c lass.

W h ile sec uritiz ed produc t of f erings prov ide inc reased liq uidity  and transac tional ease,  th ere is a trade- of f  of  reduc ed 
transparenc y  and inc reased f ees f or inv estors.  T h ough  th e produc t pool is grow ing w ith  more h edge f unds and c losed-
end f unds bec oming av ailable,  ac c ess to th e ex isting univ erse of  sec uritiz ed produc ts is predominantly  restric ted to 

accje\ile\ oj iuadiÕe\ inneslojs$ deanin_ dieile\ access ^oj jelaid inneslojs& 

A s prev iously  noted,  sec uritiz ed mark etplac e loans of f er inc reased liq uidity ,  but th e c osts of  bundling alternativ e debt in 
th e early  stages of  th is asset c lass still h av e a substantial impac t on inv estor y ield.  H ow ev er,  th e f ourth  q uarter of  20 15 
saw onej +(� o^ adlejnaline den\in_ secujiliralion lo \ale an\ a ÉÕne liees incjease in issuance ^joe lhe cojjeshon\in_ 
q uarter in 20 14 . ” 6  A s sec uritiz ation c ontinues to grow ,  f unding c osts sh ould dec rease and th e y ield spread betw een 
direc t platf orm and sec uritiz ed inv esting sh ould narrow .

S ec uritiz ations peak ed during 20 14 ,  representing up to 18 %  of  all f unding,  but h av e dec reased in 20 15 as a perc entage 
of  all issued loans,  as alternativ e lenders try  to div ersif y  th e sourc e of  f unds.

A lternativ e lender1

A ggregating platf orms1

T h ird- party  tools1

F und managers

S ec uritiz ed loan pools

B rok er- dealers
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Fig ure 8 .  Access to investor channels 

6.  “ PeerI Q  M ark etplac e Lending S ec uritiz ation T rac k er:  4 Q  20 15, ”  PeerIQ website,  w w w . peeriq . c om/ peeriq -
mark etplac e- lending- sec uritiz ation- trac k er- 4 q 20 15/ ,  ac c essed J uly  20 16.
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Fig ure 9 .  Investor data points f or consum er loans

W ith  th e sec uritiz ation proc ess h av e c ome agenc y  ratings,  
not ex empt f rom c ontrov ersy ,  w h en M oody ’ s dow ngraded 
Prosper sec uritiz ations in early  20 16.  W h ile rating agenc ies 
c laimed th at c redit dow ngrades are lik ely  due to delinq uenc y  
grow th  and h igh er c h arge- of f s,  alternativ e lending analy tic s 
prov iders,  suc h  as M onJ a,  h av e noted th at loss c urv es 
remain c onsistent to prior y ears,  sh ow ing no reason f or 
ratings agenc ies to dow ngrade.  S imilar disc ussions arise 
w h en alternativ e lenders raise borrow er interest rates,  lik ely  
suggesting potential def aults.

B ig  data 
A s an asset c lass,  alternativ e lending is nov el f or its embrac e 
of  big data th at enables h igh  transparenc y ,  inc luding th e 
ability  f or inv estors to easily  ac c ess underly ing loan metric s,  
and dissec t pools of  f unds to c ustomiz e th eir portf olio.  F or a 
qoun_ assel cdass wilh a dieile\ ljacc jecoj\$ lhe confluence 
of  a transparent data set and modern analy tic al engines 
prov ides sav v y  inv estors th e ability  to ev aluate and legitimiz e 
th e alternativ e lenders’  self - establish ed ratings.

T h is v olume of  inf ormation,  c oupled w ith  a c ontinuously  
ev olv ing underw riting proc ess,  w as seiz ed upon by  early  
ohhojlunislic inneslojs& Ohal slajle\ as a\nance\ Õdlejin_ 
( e. g. ,  sav v y  inv estors realiz ed th at f or identic ally  graded loans 
repeat borrow ers w ere getting low er def ault rates and h igh er 
R O I )  h as ev olv ed into a sec ondary  c redit model.  T h e early  
eajcel ine^Õciencies aje Zein_ coeeo\ilire\ Zq lhij\%hajlq 
serv ic e prov iders,  as th e req uirements to c runc h  th e amount 
of  data av ailable c an be proh ibitiv e to indiv idual inv estors.  
R etail tools suc h  as LendingR obot and N S R  I nv est h av e begun 
to mak e th ese sec ondary  c redit models av ailable to retail 
inv estors,  f or a f ee of  4 5 basis points to 60  basis points.  

T h e big data element,  th ough  an adv antage,  c an grow  f urth er 
in c omplex ity  if  th e inv estor c h ooses to inv est in loans f rom 
dif f erent platf orms.  T h e analy tic al tools and automated 
inv estment rules need to be c atered to eac h  platf orm,  as eac h  
lender of f ers a distinc t set of  data points.  T h e c omplex ity  
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152526

Credit Prior loan

eplen\s ^ujlhej wilh lhe \inejsiÕcalion aeon_ assel 
cdasses$ as KE= doans o^^ej si_niÕcanldq eoje \ala hoinls 
th an c onsumer loans.

T h e maturation of  big data h as f ueled in great degree 
th e opportunities f or automated inv estment.  W ith  
eac h  note pay ment or maturation,  th e direc t platf orm 
inv estor w ould need to ev aluate and selec t th e nex t 
inv estment pool.  W ith out th e analy tic al tools dev eloped 
by  institutional inv estors or th e automated serv ic es,  th e 
av erage retail inv estor w ould be f ac ed betw een c h oic es 
of  a time- c onsuming proc ess of  c h erry - pic k ing loans at a 
regular f req uenc y  or bearing th e c ash  drag and assoc iated 
diminish ing return.

O perational considerations 
Mndice olhej Õpe\ incoee assel cdasses$ inneslin_ in 
alternativ e lending req uires inv estors to dec ide betw een 
purc h asing notes direc tly  f rom a lending platf orm 
or c h oosing f rom a limited,  but grow ing,  number of  
sec uritiz ed of f erings.  T h e lac k  of  both  a mature sec ondary  
mark et and div erse produc t of f erings c reates an 
operational inf rastruc ture need th at c ontinues to delay  th e 
adoption of  mark etplac e lending by  th e traditional w ealth  
management industry .  O perational c onstraints bec ome 
inc reasingly  ev ident as inv estors pursue multiplatf orm and 
sub- asset c lass inv estment strategies.

W h ile th ird- party  prov iders ( suc h  as N S R  I nv est,  
LendingR obot and O rc h ard)  of f er serv ic es to c lose 
th e operational gap f or retail,  institutional and w ealth  
management inv estors,  th ose serv ic es c ome at a c ost.

M anaging an alternativ e lending portf olio w ith out th ird-
party  serv ic es at eith er th e retail or institutional lev el 
ac ross platf orms req uires ex tensiv e manual entry  or 
ex pansiv e operational inf rastruc ture.  A s eac h  platf orm 
and sub- asset c lass prov ides uniq ue loan data,  both  in 
f ormat and inf ormation,  inv estors must eith er c reate th eir 
ow n data standardiz ation proc ess or rely  on th ird- party  
serv ic e prov iders to ev aluate and manage th eir alternativ e  
lending portf olio.  

A dditionally ,  c ross- platf orm inv esting c omplic ates portf olio v aluation,  inv estment perf ormanc e and integrated reporting.  
W ith  a limited sec ondary  mark et,  th e v aluation and perf ormanc e measuring f or direc t platf orm inv estors req uires a 
standardiz ed meth odology  f or ev aluating def ault risk  f or notes w ith  late pay ments.  I ndiv idual and institutional inv estors 
c an c h oose betw een a trade- of f  of  th eir ow n time or f ees f or th ird- party  serv ic es.  F inanc ial adv isors managing a book  of  
business are limited by  th e sc alability  of  th e direc t platf orm inv esting proc ess w ith out using anoth er serv ic e and passing 
th e c ost th rough  to th eir c lients.

W h ile th e operational c onsiderations noted h ere are j ust as prev alent f or inv estment managers,  th e f urth er dev elopment 
o^ secujilire\ hjo\ucls widd eili_ale lhe dieilalions o^ \ijecl hdal^oje scadaZidilq ^oj Õnanciad a\nisojs& Lhe inbeclion o^ 
traditional w ealth  management assets into th e alternativ e lending asset c lass req uires inf rastruc ture dev elopment and 
greater produc t div ersity .
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4 Ch allenges th e industry  f ac es Ab ility to scale
Currently ,  a f av orable interest rate env ironment,  strong 
demand f or loans and th e digital platf orm is supporting a 
h igh  rate of  originations w ith  most of  th e f oc us being on 
c lient serv ic e.  A s th e industry  matures,  it w ill enc ounter 
a dow n- mark et and delinq uenc ies,  f or w h ic h  th ere needs 
to be a strong inf rastruc ture f or c ritic al prac tic es suc h  
loan c ollec tions and prac tic es around delinq uenc y - related 
prac tic es f or 3 0 - ,  60 -  and 90 - day  delay s and loan c h arge-
of f s.  

Internal controls and oversig ht
I n M ay  20 16,  it w as rev ealed th at Lending Club employ ees 
h ad c h anged inf ormation about th e loans to mak e th em 
look  more attrac tiv e to inv estors,  togeth er th e Lending 
Club’ s CE O ’ s f ailure to disc lose a personal inv estment in a 
Õje lhal innesle\ in Den\in_ ;duZ& Lhis cadde\ ^oj _jealej 
industry  ov ersigh t,  proc ess and internal c ontrols to guard 
against similar one- of f  inc idents.  U nder no c irc umstanc es 
sh ould c ore dates be c h anged.  I n an industry  th at h eav ily  
jedies on innesloj conÕ\ence$ inci\enls such as lhis one 
sh ak e up th e industry ’ s stability  and direc tly  af f ec t th e 
lev el of  inv estments to f und loans.  A s in any  c ompany ,  
iehjohej eanihudalion o^ in^ojealion an\ conflicls o^ 
inlejesl \o nol hedh Zjin_ _enejad conÕ\ence lo lhe 
perc eption around th e ov erall industry ;  h ow ev er,  th is 
inc ident c annot be analy z ed as a sy stemic  issue of  th e 
industry  as a w h ole,  as it oc c urred f or a v ery  small 
perc entage of  loans.  R egardless,  it w as made public .  
Jenau\ Dahdanche was Õje\ ^joe his hosilion as ;=G$ an\ 
Lending Club mov ed to enf orc e stric t c ontrols to prev ent 
similar issues in th e f uture.  

O n th e oth er h and,  th e perc eption th at th is industry  is 
underregulated is f ounded in a global ex erc ised by  all 
alternativ e lenders.  B ec ause th ese platf orms are not 
bank s,  th ey  don’ t h av e c apital and F D I C req uirements 
th at need to be maintained by  bank s.  M ore rec ently ,  th ere 
h as been inc reased sc rutiny  of  th ese platf orms f rom 
th e dif f erent regulatory  bodies.  T h e U . S .  D epartment 
of  th e T reasury  released a w h ite paper in A pril 20 16,  
“ O pportunities and Ch allenges in O nline M ark etplac e 
Lending, ”  c alling f or greater regulatory  ov ersigh t of  
mark etplac e lenders. 7 K ey  c onc erns inc lude th e risk  and 
use of  data and modeling tec h niq ues th at may  impede f air 
lending w ith  limited S M E  saf eguards.

T h e inc reased regulation at th e state and f ederal lev el 
w ill also mandate prac tic es to av oid f raud as th e industry  
matures.  Ch ec k ing f or,  monitoring and prev enting f raud 
is a Zi_ chadden_e ^oj lhe \i_ilad den\in_ Õjes& Kince lhe 
transac tions are c onduc ted online,  it is possible f or c ertain 
ahhdicanls lo É_aee lhe sqsleeÊ an\ hul uh a ^adse hjoÕde 
w ith  th e appropriate c redentials to get a f ac ility  or borrow  
cje\enliads lhjou_h i\enlilq lhe^l& 9s lhe \i_ilad Õjes 
mature,  th e appropriate c ontrols need to be in plac e to 
prev ent against f raud.  A  grow ing number of  alternativ e 
den\ejs aje en_a_in_ lhij\%hajlq Õjes lo con\ucl 
due diligenc e on dif f erent c omponents th at f ormulate 
borrow er f raud.  H ow ev er,  th is is not a f raud- proof  
business;  it’ s more about mitigating risk  v ersus aspiring 
^oj a )((� ^jau\%hjoo^ hojl^odio& Lhe daj_e \i_ilad Õjes 
reported less th an 1%  f raud as a total of  th e portf olio.  
9s lhe Õjes _el Zi__ej an\ lhe nee\ ^oj siehdiÕcalion 
Zecoees a _jealej hjiojilq$ il is essenliad lo conÕje 
th at th ere are no h oles in th e sy stem to prev ent f raud 
and manage and esc alate it as soon as it is observ ed.  I n 
addition to th e digital c apabilities around f raud prev ention,  
th ere is also a h uman c omponent around c h ec k ing and 
monitoring f or f raud th at needs to be c onduc ted by  th e 
platf orms.  A ll th ese f unc tions w ill need to be perf ormed at 
a lev el w h ere th ey  c an sc ale up w ith  th e inc reased demand.

Volatile investor confidence 
Fow eoje lhan enej$ lhe \i_ilad den\in_ Õjes aje ^acin_ 
a h igh  degree of  sk eptic ism in th e inv estor spac e and a 
direc t impac t of  th at is dry ing up of  f unding f rom c ertain 
k ey  inv estor ty pes.  T h is c auses an imbalanc e,  and th e 
Õjes nee\ lo lhinc aZoul how Zesl lo eainlain a\eiuale 
inv estor f unding as w ell as c ultiv ate a div erse sourc e of  
^un\in_ soujces lo conÕje lhal \isenchanleenl ^joe 
one group does not af f ec t th e business operations.  
S tarting w ith  peer- to- peer lending,  th is business h as c ome 
a don_ waq lo now hanin_ Zancs$ hjinale eiuilq Õjes$ 
inslilulionad inneslojs an\ ^aeidq o^Õces as innesloj lqhes& 
I ndiv idual retail inv estors are still interested in th is spac e;  
howenej$ lhe Õjes len\ lo hje^ej lhe daj_e inslilulionad 
grade inv estors due to a larger loan v olume c ommitment.

T h e v olatile inv estor appetite is inh erent to th e business 
model.  D raw ing large proportions of  institutional 
inv estment w ill f ac ilitate th e grow th  but also pose risk  to a 
steady  and predic table loan grow th ,  mak ing th e c ase f or 
inc reased retail f unding.

7.  U . S .  D epartment of  th e T reasury ,  “ O pportunities and Ch allenges in O nline M ark etplac e Lending, ”   
10  M ay  20 16,  w w w . treasury . gov / c onnec t/ blog/ D oc uments/ O pportunities_ and_ Ch allenges_ in_ O nline_
M ark etplac e_ Lending_ w h ite_ paper. pdf .
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E nhancing  the lending  client 
ex perience
T o date,  a number of  traditional bank s h av e look ed into 
th e alternativ e lending spac e to ex pand ex isting lending 
c apabilities th rough  partnersh ips.  J PM organ Ch ase &  
Co. ’ s partnersh ip w ith  O nD ec k  and S antander’ s partnering 
w ith  K abbage are some of  th e most salient ex amples of  
eslaZdishe\ Õnanciad inslilulions hajlnejin_ wilh adlejnaline 
lenders.  T raditional bank s partnering w ith  alternativ e lenders 
ev idenc es th e enh anc ed ex perienc e th at th e latter of f er.  
T h e proc ess bec omes entirely  digital,  reduc ing th e time of  
approv al and f unding f rom one month  dow n to one a day .

Retention throug h addressing  holistic 
financial needs
Lhou_h eosl incujsions Zq lja\ilionad Õjes in lhe adlejnaline 
lending spac e are an ex pansion of  ex isting c apabilities,  w e 
believ e th ere is great potential f or play ers not c entered on 
lending c apabilities to enter th e spac e.

T h ere is an opportunity  f or retirement prov iders and w ealth  
managers,  w h ic h  h av e traditionally  maintained a h igh er 
f oc us on th e inv estment side of  th eir c lients’  balanc e sh eets,  
lo Zuid\ a hodislic Õnanciad sejnices o^^ejin_ lo lheij cdienls& 
S tudent loans or mortgages w ould enh anc e retention 
\ue lo lheij don_%leje naluje$ an\ consodi\ale a Õnanciad 
jedalionshih o^ cusloeejs wilh lhe Õjes lhal o^^ej lhese 
produc ts.  A lternativ e lenders h av e ev idenc ed th at th ey  c an 
prov ide a superior user ex perienc e to borrow ers,  as top bank s 
suc h  as J PM organ Ch ase &  Co.  h av e c h osen to establish  
partnersh ips w ith  th em.

E x panding  the custom er b ase
A s mentioned in prev ious sec tions,  alternativ e lenders c ater 
to risk ier c lients.  B ank s w ill be interested in partnersh ips,  as 
th ey  w ill be able to maintain deposits and oth er relationsh ips 
w ith  c lients w h o it migh t oth erw ise not giv e loans to.  T h e 
ex pec tation is th at as th ese c lients build th eir c redit h istory  
and grow  th eir businesses w ith  alternativ e lenders,  th ey  w ill 
ev entually  bec ome bank  borrow ers.

F rom a generational perspec tiv e,  th ere is a potential v alue in 
jeachin_ oul lo new \eeo_jahhics& Lhe daj_esl Õjes in lhe 
alternativ e lending spac e ( or ev en robo- adv isors)  h av e not 
emph asiz ed th eir f oc us on millennials,  nor h av e th em as a 
maj ority  of  c lients.  Prosper’ s av erage c ustomer is in th eir late 

5 Ohq Õnanciad inslilulions 
sh ould be interested

3 0 s or early  4 0 s,  in w h at is th e y ounger segment of  th e G en 
X  generation;  h ow ev er,  S oF i,  CommonB ond and U pstart,  
f oc using on student loans,  h av e millennials at th e c enter of  
th eir target.  T oday ,  th e millennial debt is 70 %  larger th an 
lhe saee _enejalionÌs Õnanciad assels& 9\\jessin_ lhis 
segment c urrent liability  needs is th e righ t step to building 
a relationsh ip w ith  a generation th at w ill be rec eiv ing th e 
largest w ealth  transf er.  B ank s must not lose sigh t of  th is 
opportunity ,  and th e c orrec t w ay  of  targeting it.
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A fixed income investment 
alternative
U nderstanding th e ov erall interest in prov iding an 
alternativ e lending sourc e f or c lients to c ov er th eir 
liabilities,  it is ev ident th at th ere is an additional 
ZeneÕl ^oj ^udd%sejnice Õnanciad Õjes lo hjoni\e 
an opportunity  f or inv estors to buy ,  sell and trade 
sec uritiz ed alternativ e lending debt.  Partic ularly  in 
th e U nited S tates,  th e baby  boomer population as of  
20 15 h as 74 . 5 million indiv iduals w h o are not only  
th e rec ipients of  more th an $ 8 . 4  trillion in assets 
f rom inh eritanc e but also th emselv es are aging.  A s 
th ese indiv iduals enter retirement,  and w ith  global 
Õpe\ incoee eajcel ahhjoachin_ �)(( ljiddion in 
assets,  inv estors w ill c ontinuously  seek  c onsistent,  
interest- bearing inv estment opportunities.  I n 
lhe shojl leje$ lhe hej^ojeance ZeneÕls aje 
outw eigh ed by  th e operational c h allenges of  
inv esting in th e spac e,  at least on a large sc ale and 
f or multiple c lients simultaneously ,  in th e c ase of  
Õnanciad a\nisojs&

H ow ev er,  an early  f oc us in th e spac e c an set 
up th e groundw ork  f or building th e c apabilities 
needed to manage data- intensiv e asset c lasses.  
Current c h allenges around impac t inv esting are 
th e aggregation and c onsolidation of  disperse data 
hoinls lo easidq Õdlej ^oj cdienl%jeiuije\ lheees& Lhe 
S M E  loans asset c lass is ripe f or opportunities in 
th is spac e,  as th e data av ailability  c an allow  f or suc h  
segmentations.

Assessing  the alternative lending  
space —  and how  to enter
Gnce Õjes \elejeine lhal lheq aje enlejin_ lhe 
alternativ e lending spac e,  th ere are multiple elements to 
assess.  A s w e h av e desc ribed in th e prev ious sec tions,  
alternativ e lenders dif f erentiate ac ross a set of  lending 
c apabilities.  F irms sh ould assess th eir c urrent c apabilities 
jedaline lo lhese Õjes an\ see whal nee\s iehjoneeenl& 

T h ere must also be a c lear understanding of  th e produc t 
lqhe each Õje wanls lo \enedoh& Lhe waq lhe adlejnaline 
lending industry  h as ev olv ed,  most play ers h av e f oc used 
sodedq on a sheciÕc hjo\ucl lqhe  eilhej consueej doans$ 
S M E  loans or student loans) ,  or at least h av e most of  th eir 
ephejience ajoun\ a sheciÕc hjo\ucl&

>oj weadlh eana_eeenl Õjes oj jelijeeenl hjoni\ejs$ 
it w ould most lik ely  req uire a substantially  inc remental 
ef f ort to build lending c apabilities f rom sc ratc h ,  depending 
on th e lev el of  maturity .  Partnersh ips or ac q uisitions 
woud\ dicedq Ze lhe suilaZde sodulion ^oj lhese Õjes&

W e believ e th at partnersh ips h av e been th e means f or 
bank s to get up to speed w ith  th e enh anc ed lending 
ex perienc e.  B ank s must build or ac q uire th ese c apabilities 
in th e sh ort or medium term if  th ey  w ant to k eep th eir 
lending businesses relev ant.  B y  simply  rely ing on 
partnersh ips to enh anc e th eir lending business,  th ey  
widd Zecoee \ehen\enl on olhej Õjes lo \o whal is al 
th e c ore of  th e lending business,  w h ic h  is underw riting.  
Ch eap c apital sh ould not be th e main dif f erentiator f or 
bank s to striv e in th e lending mark et,  as th at c ompetenc y  

eaq Ze easidq hjoni\e\ Zq Õjes Zeqon\ lhe 
Õnanciad sejnices in\usljq& Bancs shoud\ Zuid\ 
cahaZidilies lo Õ_hl a_ainsl lhe nision lhal soee 
alternativ e lenders believ e in:  th at brands and 
not bank s w ill be th e lenders of  th e f uture.  
T h e only  bank  th at h as built th is c apability  
f rom sc ratc h  is G oldman S ac h s,  w ith  M arc us,  
th eir online lending platf orm.  T h is is part of  
th e c ompany ’ s push  into c onsumer bank ing,  
lev eraging digital c h annels,  w ith out dev eloping 
a branc h  netw ork .  Capital f or th is c omes f rom 
th e ac q uisition of  a $ 16 billion book  of  deposits 
f rom G E  Capital.  



T h e alternativ e lending industry ,  w h ile mak ing rapid 
strides in rec ent y ears,  is still in its nasc ent stages of  
grow th .  W h ile alternativ e lenders h av e been innov ativ e 
disruptors and prov ide an alternativ e to traditional 
c onsumer lenders,  th ere are k ey  grow th  h eadw inds 
th at th e industry  w ill c ontinue to f ac e as play ers look  to 
establish  th emselv es.  T h e ex ponential grow th  rates h av e 
f ueled interest f rom borrow ers,  inv estors and regulators 
alik e.  A s w e look  out into th e f uture of  th is industry ,  w e 
see sev eral k ey  trends emerging.

C onsolidation w ithin a f rag m ented 
industry
T h ere are more th an 1, 3 0 0  alternativ e lenders 
c ompeting f or 1%  mark et sh are w h ile th ere are 
6, 50 0  bank s c ompeting f or th e remaining 99%  of  th e 
mark et8 .  D if f erentiation is a k ey  to c lient ac q uisition f or 
online lenders.  Y et in th e c row ded mark et,  th at v ery  
dif f erentiation w ill be drow ned out.  S ev eral smaller play ers 
w ill run out of  steam and v enture c apital f unding,  leav ing 
a f ew  dominant play ers play ing in th eir nic h e produc t 
mark ets.

Increase in b uyouts and partnerships  
w ith b ank s
I nc umbents w ill tak e inc reasing notic e and respond.  S ome 
w ill build c apabilities on th eir ow n but a lot w ill tak e th e 
buy  or partnersh ip route.  T h is w ill reinf orc e th e sy mbiotic  
relationsh ip betw een traditional and alternativ e lenders.  
B ank s need an alternate c h annel to grow  a c lient base 
th at is not y et primed f or large loan siz es or need a q uic k  
origination turnaround.  A lternativ e lenders need a ref erral 
and lead- generation c h annel and are look ing f or additional 
rev enue streams by  serv ing as a tec h nology  prov ider 
( LaaS )  to traditional play ers.  

Increase in reg ulatory scrutiny
R ec ent h eadline- mak ing ev ents point to a c omplianc e 
surv eillanc e gaps th at are bound to attrac t inc reased 
attention of  regulators.  

W h ile it is true th at alternativ e lenders do need to c omply  
w ith  state and f ederal regulations,  th ey  h av e not been 
a f oc us of  regulatory  litigation despite notions of  lax  
c omplianc e standards and subprime lending prac tic es.  
R egulatory  sc rutiny  w ill f urth er driv e c omplianc e c osts 
eroding th e already  low  margins —  th rough  inc reased 
hijin_ o^ hejsonned an\ use o^ sujneiddance loods lo fla_ 
niodalions in liee& >udÕddeenl o^ jehojlin_ jeiuijeeenls 
and disc losures w ill serv e as an additional ov erh ead.

E m erg ence of  alternative lenders as 
a distinct asset class
W h ile almost all play ers are ac tiv ely  look ing to div ersif y  
soujces o^ Õnancin_$ eosl ^un\in_ is slidd heanidq 
c onc entrated w ith  institutional inv estors.  T h e segment of  
mark etplac e lenders is mak ing smaller denomination notes 
an\ cejliÕcales lo alljacl seaddej jelaid inneslojs Zul hane 
h ad v aried degrees of  suc c ess based on th eir mark eting 
ef f orts.  Creation of  alternativ e sec ondary  mark et w ill 
inc rease liq uidity  and prov ide easier ac c ess to retail 
inv estors.  W ealth  mangers and brok er- dealers are lik ely  to 
bec ome a maj or distribution c h annel f or th is asset c lass.

Lik e in most industries,  alternativ e lending w ill ev olv e 
th rough  its sh are of  c h allenges and grow th .  T h e spotligh t 
widd soon shi^l ^joe jenenue _jowlh lo hjoÕlaZidilq& 
;onlinuous cahilad Õnancin_$ which widd Zecoee 
inc reasingly  tied to mark et v olatility ,  is needed to maintain 
th e loan v olume pipeline.  B ut most importantly ,  th e 
q uestion th at industry  leaders sh ould seek  to answ er w ill 
be:  h ow  do w e inc rease lead c onv ersion rates th rough  th e 
ac q uisition f unnel?  

6 W h at does th e f uture h old?
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8 .  Ch ris M y ers,  “ F or A lternativ e Lenders T o B e S uc c essf ul,  D if f erentiation I s K ey , ”  Forbes,  w w w .
f orbes. c om/ sites/ c h rismy ers/ 20 15/ 10 / 15/ f or- alternativ e- lenders- to- be- suc c essf ul- dif f erentiation- is-
k ey / # 5f 6aeac c 20 7e,  ac c essed M ay  20 16.  
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