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At the heart of the bank of tomorrow

The financial services ecosystem is being

reconfigured around novel clusters of incumbent AUTHORS
and new players. Banking as a service (BaaS) is the
missing link between legacy players in banking and Philippe de Backer

new disruptors, providing a common platform from
which the various players can draw and benefit. In
an era of connectivity and open banking, traditional
banks must act quickly to transform or else others Kathrin Stenner
will fill the space and prohibit traditional banks

from using this window of opportunity to compete.

Dr. Florian Forst

Alexander Katzenschlaeger
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THE BAAS OPPORTUNITY

The banking sector is in transition. Historic
pressures and the transformational arrival of
fintechs mean the financial services marketplace
is undergoing significant reconfiguration. This
has left many traditional banks with a portfolio
of uncompetitive, inadequate, poorly integrated
products and services, as well as a static, costly
IT legacy infrastructure, making them vulnerable
to new entrants with compelling offerings and a

flexible cost base.

As aresult, banks must develop alternative
income streams to replace those being eroded.
This is not necessarily easy, especially for smaller
banks that lack capital or size to efficiently scale.
But it is difficult even for larger institutions that
are often held back by a mountain of legacy IT.

Baas is one way for licensed banks to bridge
the gap between where they are and where
they need to be. To do so, they can replace
their internal processes and legacy systems

by sourcing products via Baas. Alternatively

(or additionally), banks can provide non-bank
businesses with an end-to-end package of
financial processes, operations, and application
programming interfaces (APIs) connectivity.

Figure 1. BaasS as part of “as-a-service"” universe
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These options can allow non-banks to offer
their own branded accounts, debit cards, loans,
and payment services to customers, which they
could not otherwise do without becoming a bank
themselves.

End consumers enjoy a seamless experience with
no awareness of a bank’s behind-the-scenes
involvement, thanks to the use of APIs that act
as a technological bridge between the BaaS-
providing bank and business users (see Figure 1).

While Internet as a service (laaS), software as a
service (SaaS), and business process as a service
(BPaaS) provide technology and processes, BaaS
enables banks and non-banks to offer a host

of completely new financial products to their
end customers. Without having to commit the
time and resources to developing all offerings
in-house, BaaS-using banks are able to cut
time-to-market of new products by as much as
10 times. So, BaaS has a crucial role to play in
enabling traditional banks held back by legacy IT
to reinvent themselves with a more competitive

offering.

For non-banks (like consumer brands or even
business process outsourcing players) that

use Baas, it is a simple way to extend and build
out their potential customer pool through
diversification and improve revenue from
cross-selling, while simultaneously deepening
their relationship with existing customers and
enjoying significant cost savings from new
economies of scale. For those users that take the
plunge into Baas early, it is a good way to gain

first-mover advantage in a specific revenue pool.
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For banks that use BaaS, new levels of cost
reductions open up as they can completely
restructure their cost base — reducing the
cost base overall and turning the remainder
into a much more variable cost. In the case of
a digital bank in the EMEA region, for example,
overall costs were found to be 50% lower than
for traditional banks (according to analysis by
Capstone Partners and ADL). Traditional banks
can come close to these cost structures by
using Baas. Having such a cost structure would
put them at a clear competitive advantage,
forcing large incumbent banks to redesign their

operating model.

Banks that provide BaaS open up a new income
stream with minimal capital expenditure. It
also provides a new channel for gathering data
from digital transactions and extracting value
from that data, something with which banks
historically have not excelled. Using Baas in this
way thus enables banks to become two to three
times more profitable. Developed alongside

a bank’'s core business, BaaS becomes a solid
platform from which it can start to rebuild
lackluster market valuations, pleasing investors

as aresult.

Figure 2. Four segments of BaaS users
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Baas clearly is far different from traditional
outsourcing, which does not involve the use of
APIs and is aimed at improving cost efficiency,
largely confined to simple or back-office
processes.

The Baas$ potential

To date, the BaaS market has remained relatively
small and largely the preserve of digital banks
and fintechs like Green Dot and Vodeno on the
providing side, and digital nonfinancial platforms
such as Amazon and Uber among the users

(see Figure 2).

However, as their traditional markets and margins
come increasingly under threat from disruptors,
we believe that BaaS will be the route to salvation
for many incumbent banks. There are already
signs that BaasS is being adopted by small and
midsize banks operating at subscale and, as more
do, we expect to see this segment of the market
grow at a compound annual growth rate (CAGR)
of approximately 25%. That would mean that, by
2025, revenues in Europe from BaaS would stand
at US $60-$80 billion.

Chime « Often powered by BaaS; most fintechs have introduced

card-based payments through it
TransferWise

e Aimis to scale the business; they seek API-strong BaaS

Monzo providers with fast delivery

facskecs « Big players look for additional revenue streams and expect

Amazon real-time, seamless APIs

E-commerce merchants e Merchants use BaaS to integrate products required

Uber (e.g., payments) and increase sales (e.g., buy now, pay later)

Raiffeisen Bank International ¢ Demand from incumbent banks expected to increase given
cost pressures from digital competitors

Barclays

e Can be providers but often lack technical capabilities

Bayern LB and thus require a BaaS partner

BMW e Big players aim for customer loyalty and further revenue
Lufthansa streams with BaaS; mainly served via partnerships with banks
Merchants e For physical merchants, see e-commerce merchants above

*Illustrative only
Source: Arthur D. Little
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Following this expansion, a secondary growth
spurt is likely (with CAGR increasing to 35%-40%),
driven by the arrival of larger incumbent banks
that have concluded that to remain competitive
they, too, need to use BaasS solutions. This new
impetus should see BaaS revenues reaching
$300-%$350 billion by 2030, which would amount
to about 20%-25% of total European banking

income.

At the center of the initial growth will be
payments and accounts, since these products can
be most easily embedded — as PayPal and Stripe,
two of the first-ever digital movers, have shown.
This will likely be followed by movement into
consumer lending, as products such as “buy now,

pay later” gain more traction.

Who are the Baas players?

We can categorize providers into four primary
segments, differentiated by banking license and
breadth of offering (see Figure 3):

— Category 1: license pure players. These
providers are primarily traditional regional
banks in the US, typically with weak
technology and API capabilities. They provide
their license to digital banks or BaaS partners.

Figure 3. BaaS provider segments

BANKING LICENSE

L LICENSE PURE PLAYERS s MODULAR LICENSE &
API HYBRID PLAYERS
Lincoln Savings Evolve Bank & Green Dot BBVA
el LSS Cross River Standard
Celtic Bank Sutton Bank Chartered
ClearBank
The Bancorp Solarisbank Vodeno
Goldman Sachs Starling Bank
3 4
MODULAR API TECH PLAYERS MONOLITHIC BPAAS PLAYERS
Railsbank Treezor Unnax ARZ Fiducia & GAD
Bankable GPS Galileo Die Software Temenos
x Contis MatchMove Swan Avaloq
Cielo Margeta Stripe
IT Card Ndgit Upvest
Focused Comprehensive
OFFERING
Key: Traditional players ‘ New digital players
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— Category 2: modular license and API
“hybrid” players. These providers have strong
technology, API capabilities, and a banking
license, which is how they can offer BaasS.

= Category 3: modular APl tech players.
Because they are focused on a particular area,
such as payments or cards and have strong
APIs and technology proposition, these are

attractive partners for BaasS license providers.

= Category 4: monolithic BPaaS tech players.
With their focus is on BPaaS, these are the
providers of traditional core banking systems
that give banks their technology backbone.

Only those in categories 2 and 3 can really

be considered modern Baa$ providers.

IMPLEMENTING BAAS

While we see BaasS as the future of banking, the
unigueness of incumbent banks means that each
must carefully evaluate whether it would benefit
from BaaS — either as a user or a provider — and
identify any potential obstacles that might affect

implementation.

Some incumbent banks may be hesitant about
using BaaS because of concerns about the
service robustness of a third-party provider or a
loss of independence. For instance, it might be
contractually difficult to add new features to a
product or to discontinue it. They may also be

required to share fees with a technology provider.

However, such concerns are often overstated and
are far outweighed by the benefits that come
from being able to focus on core capabilities

— front office and the management of balance
sheet and risk management — because
responsibility for non-core areas has been
passed to the most competent provider.
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The bank of the future, as illustrated in Figure 4,
will focus on its core capabilities. The best BaaS
partner in the market will provide most products,
enabling the bank to deliver the best possible
client experience and move to a variable cost

model that will reduce overheads significantly.

Lending products are a good starting point
for product and service offerings from most
incumbent banks since they are generally a
core capability. These products also require a
full banking license, which means there is less
competition than when offering payments for
which an electronic money institution (EMI)
license suffices.

Of course, banks first must determine whether
they can offer BaaS at all. Most banks, for
instance, would need to heavily upgrade their
APIs (banks often lack the real-time connectivity
and seamless APIs that are so essential for BaaS
delivery) and improve their outdated systems
(their legacy technology is generally monolithic
and cannot provide the functionality required to
deliver a first-class BaaS product).

If a bank's internal systems, modularity, and
connectivity are already strong, or they are willing

to improve them, choosing to create an in-house

Figure 4. The bank of the future
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Bank can choose to keep full value chain for
select products internal and provide them as BaaS

Key: BaaS-sourced
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Baas solution might be the right choice. However,
for most, partnering with an appropriate third-
party technology provider that can develop a
Baas offering will be the better option.

Alternatively for those with deeper pockets,
rather than working with a tech partner, a bank
could acquire one, as did Société Générale when
it bought Treezor, a one-stop shop for payments,
electronic money management, customer
identification, fraud risk management, and

other services.

LENDING PRODUCTS ARE
A GOOD STARTING POINT
FOR PRODUCT AND
SERVICE OFFERINGS

Finding the right partner and conducting
adiligent implementation

Choosing a BaaS provider is something that
requires serious thought, as such relationships
don't come without risk. There is always the
chance, for instance, that a partner may not fulfill
its obligations, maintain agreed service levels,

or even meet technological expectations. That
can be particularly problematic when a bank is
committed to a single provider. Therefore, banks
must ensure they have the flexibility to move to
a more cutting-edge provider or, from the outset,
use multiple partners with different strengths in

specific capabilities.

To mitigate risks, banks should have strategically
flexible contracts that allow for provider
switching, a strong compliance control
framework, a clear partnership governance model,
and a strong APl management process, as well as
perform rigorous due diligence up front. Running
pilot projects to eliminate potential disruptions
can also ensure implementation goes as smoothly
as possible.
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Two core market options

In terms of market positioning, there are two
routes to BaaS success. The first is for a bank to
become a global specialist that focuses on high-
quality delivery of a narrow range of products

and services. A good example is Railsbank,

which allows others, both in and outside

financial services, to use its EMI license to issue
international bank account numbers, receive and
send money between accounts, and issue branded
credit cards.

The second route is for a bank to turn into a full-
scale regional provider with a banking license,
able to offer a full spectrum of BaaS products
across a restricted geography. An example is
Solarisbank, which is focused on Europe because
it expects half of the 800 million accounts that
are currently held there with incumbent banks to
transition over to nontraditional players. Trying to
be a regional specialist is unsustainable because
of an inability to scale. Similarly, attempting to
be a global, full-scale provider is problematic

because of the cost and complexity involved.

BAAS HAS THE
POTENTIAL TO
REIGNITE THE
INTEREST OF
INVESTORS WHO
HAVE BECOME
DISINTERESTED
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How Baas increases value

BaaS has the potential to reignite the interest

of investors who have become disinterested in
banks' investment potential, a fact reflected in
banks’ subdued market performance, particularly
in Europe. Railsbank, which is now seeking a

new funding round that would see it valued at

$1 billion, and Solarisbank, which has quadrupled
its valuation in little over a year, have certainly
seen the benefits.

However, those looking to follow in these
banks' footsteps must ensure they have three

components in place:

1. First, have onboard enthusiastic early
investors willing to provide strategic advice
and fund expansion. In our experience, this
is the single biggest predictor of success for

startups and challengers.

2. Second, ensure customer acquisition and the
seamless integration of products and services
are core competencies. These are essential
characteristics in the fintech space, and they

are equally important when it comes to BaasS.

3. And third, to create value, it's essential to
achieve leadership in a specific aspect, such

as product or price.
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CONCLUSION

INSIGHT FOR THE
EXECUTIVE

WE BELIEVE BAAS WILL SOON BE AT
THE HEART OF EVERY SUCCESSFUL BANK

The expansion of the “as-a-service” model has the
potential to fundamentally change both banks and
those looking to offer financial services to their
clients. In fact, we believe BaaS will soon be at the
heart of every successful bank. While this will involve
a fundamental shift in resources, it will allow banks
to improve their customer service levels and to
strengthen their core capabilities, both of which will
be essential for them to protect themselves from the
increasing incursions of fintechs and major digital

platforms.



ARTHUREBLITTLE

Arthur D. Little has been at the forefront of innovation since
1886. We are an acknowledged thought leader in linking
strategy, innovation and transformation in technology-
intensive and converging industries. We navigate our clients
through changing business ecosystems to uncover new growth
opportunities. We enable our clients to build innovation
capabilities and transform their organizations.

Our consultants have strong practical industry experience
combined with excellent knowledge of key trends and dynamics.
ADL is present in the most important business centers around the
world. We are proud to serve most of the Fortune 1000 companies, in

addition to other leading firms and public sector organizations.

For further information please visit www.adlittle.com

Copyright © Arthur D. Little Luxembourg S.A. 2022. All rights reserved.



