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Abstract

This thesis investigates the dynamics of financial services industry in the 21 century to answer the research
question of why and how the industry disruption began and to suggest a response to disruption for
incumbent financial institutions. To achieve this, the thesis takes a case-based approach, applying a combined
theoretical framework to the case of British fintech startup company Revolut. The thesis challenges
conventional strategy theories, such as Michael Poter’s Five Forces and SWOT, for being unable to explain
emerging business phenomena, such as industry disruption, in the light of product and service digitalization.
Instead, it utilizes more recent theories such as Clayton Christensen’s Theory of Disruptive Innovation, Lean
Startup Method, and Rita McGrath’s Theory of Transient Advantage.

The thesis finds that incumbent financial institutions historically focused on sustaining type of innovations
that target the most profitable customers, overlooking the less demanding customer segments. By engaging
in disruptive innovation, Revolut among other fintech startups targeted those overlooked segments, offering
a more convenient service at no charge, eventually causing the industry disruption. The thesis finds that
Revolut achieved this by advocating ideas associated to the lean startup method and engaging in continuous
innovation.

Given the findings, the thesis suggests a response to disruption for incumbent financial institutions. The key
recommendation is to create a corporate culture where innovation is encouraged. The thesis argues that
with the right corporate culture and values in place, incumbents will have three different options to
successfully engage in disruptive innovation — via (i) a partnership with fintechs or large techs, (ii) an
acquisition of fintech startups, or (iii) in-house innovation. The thesis also finds that large tech companies,
such as Facebook and Google, may re-disrupt the financial services industry going forward due to general
market shift towards “open-banking” caused by initiatives such as the European Union’s Second Payment
Service Directive (PSD2).
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1. Introduction

1.1. Motivation

Starting with the role of deposit holder, trade facilitator and lender, the roots of financial institutions can be
traced back to as far as ancient times of Mesopotamia and Persia (Davies & Davies, 1996). Naturally, financial
institutions have gone a long way to become the strong entities as we know them today. As a matter of fact,
major financial sector improvements in the last 7 decades were mainly related to the rise of technology.
These include the first credit card issued at 1950, introduction of automated teller machine (ATM) in 1967,
online banking in mid 1990s, and foundation of PayPal solution in 1998 (Judd, 2017) (Cronin, 1997). Currently,
the financial services are being widely used among individuals and enterprises across the world and were
estimated to make up around 17% of worldwide GDP already back in 2014 (Ross, 2014). As a result, stable

and thriving financial service sector is essential to modern day economy (Witko, 2016).

A recent wave of digitalization has taken place in many industries and financial sector was not an exception.
It has been estimated that by the end of 2017 a total of USD 100bn were invested in financial technology
(fintech) startups worldwide and in 2017 alone, the amount peaked at USD 27.4 billion (Accenture (B), 2018).
Financial technologies developed by startups have brought major changes to the banking industry
challenging the incumbent financial institutions (Marr, 2017). Fueled by innovative technology and
completely different business models, new entrants quickly gained momentum and are now estimated to
put around 24% of industry incumbents’ revenues at risk. 88% of surveyed executives of financial institutions
expressed their fear to lose part of their business to standalone fintech companies (PwC, 2017), as most of
the incumbent financial institutions are struggling to innovate themselves and find an answer on how

respond to disruption in the era of digitalization (Derose & Li, 2017) (Kocianski, 2017).

Due to significant impact it has had on the incumbents, disruption of the financial services industry cause by
startup companies is interesting and relevant topic to investigate. Moreover, as we are the users of financial
services ourselves, we are naturally curious to understand why the changes in the industry have been taking
place and how the near future may look like. Finally, we consider this topic to be of high academic
importance, since research on disruption of financial services industry is quite limited and our analysis could

therefore contribute to improved understanding of this still-evolving phenomenon.

We therefore recognize that it is crucial to understand the reasons for disruption and success factors of
startup companies achieving it. Furthermore, since most of the incumbent financial institutions have

managed to adapt to the changes in the past, our motivation in this paper is therefore to also provide
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recommendations on how the industry incumbents should respond to disruption of the financial sector in

the ear of digitalization.

1.2. Research Question

Given our motivation and the relevance of the topic presented above, our research question is formulated

as follows:

e Using the case of British startup company “Revolut”, why and how did disruption of financial services
industry begin in the 21° century? Given the findings, how should incumbent financial institutions

respond?

In the first part of the research question we will determine the reasons for disruption of financial services
industry and identify success factors of startup companies in achieving it. This will be realized by analyzing
Revolut as a case company and applying our theoretical framework. The choice of company and thesis

method will be justified in the “Methodology and Research Design” section.

Based on the findings obtained by answering the first part of the research question, we will then provide a

recommendation to and suggest possible plans of action for incumbent financial institutions.

1.3. Key Concepts

The following are the main concepts of this thesis:

e Fintech startups — companies emerging in financial services sector that explicitly employ digital
technologies to provide their services. These fintech startups often use internet and mobile
application platforms

e Disruption — major shift from the usual way that business is conducted. It can take a form of new
products (or services), or be a new business model, typically targeting underserved customer
segments of an existing market

e Unicorn — a privately held startup company valued at over USD 1bn (Rodriguez, 2015)

e Incumbent financial institutions — we define incumbent financial institutions as traditional banks that
have operated in the financial services industry for a minimum of seven years and generated profits.
The term incumbent financial institutions is therefore treated as the equivalent of traditional banks

and will be used interchangeably throughout the thesis
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1.4. Structure

Figure 1 below illustrates the flow and structure of our thesis.

Introduction

Methodology and
Research Design

Literature Review

Theoretical Framework

Overview of Financial
Services Types

Financial Services
Industry: Past to
Present

Financial Services
Industry: Near Future

Suggested Response for
Incumbent Financial
Institutions

Conclusion

Reflections

Figure 1 — Thesis Structure

Motivation
Research Question
Key Concepts

Thesis Structure
Delimitations

Thesis Method
Research Design

Overview of Conventional Theories
Criticism of Conventional Theories

Theory of Disruptive Innovation
The Lean Startup Method
The Theory of Transient Advantage

Pricing and Concept of Free
Network Effects
Switching Costs

Payments
Deposits and Lending
Investment management

Insurance
Capital Raising

Overview of Main Digital Challenger Banks

The Case of Revolut

Response of Incumbent Financial Institutions

Future of Revolut
Future of Large Tech Companies

Key Recommendation
Available Options

Conclusion

Academic and Business Implications

Methodology — the Method Not Used

Suggestions for Future Research

(figure is a production of thesis authors)
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As illustrated above, we started our thesis with an introduction part, where we presented our motivation,
research question and key concepts which will be used throughout the thesis. Subsequently, a section on

delimitations that define our thesis focus areas will follow.

Later on, we will present our choice of thesis method as well as research design, and provide justification for

such choice.

After the section on methodology and research design, we will provide a literature review. To be specific, we
will give an overview of what we argue to be a good representative of traditional strategy theories — Michael
Porter’s Five Forces, SWOT, and PESTLE models. Following that, we will provide a founded critique of these
theories for being unable to keep up with the current business trends and failing to explain emerging business

phenomena such as industry disruption.

Following the literature review and critique of conventional theories, we will present our theoretical
framework, consisting of (i) Clayton Christensen’s Theory of Disruptive Innovation, (ii) Eric Ries’ Lean Startup
Method, (iii) Rita McGrath’s Theory of Transient Advantage, (iv) Approach of Pricing and Free, as well as
concepts of (v) Network Effects and (vi) Switching Costs. This combined framework will be applied to the case

of British fintech startup company Revolut to answer our research question.

Before performing the actual case-study analysis, we will give a short overview of all types of financial

services and briefly explain how they have changed in the light of digitalization.

Subsequently, we will present recent trends in fintech investment and determine the impact of fintech
startups on the financial services industry. We will then provide a thorough analysis of digital challenger

banks, and provide justification for selecting Revolut as our case company.

Afterwards, we will apply our theoretical framework to the case company to answer our research on how
the disruption of financial services industry began and what the success factors of fintech startups were in
achieving it. We will finish the section with an investigation of how incumbent financial institutions have

responded to disruption until now.

Later on, we will give an overview of how the near future may look like for Revolut in particular and players

of the financial services industry in general.

Following the outlook of the financial services industry, we will provide a key recommendation to industry

incumbents and suggest available options for them.

After that, we will make a concluding section to summarize our findings, and provide reflections on our thesis.
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1.5. Delimitations
In this section of the thesis, we will outline our decisions with respect to thesis focus areas, choice of case
company as well as type of methodology, and explain the reasoning behind these choices. In other words,

we will describe the boundaries that we have set for our study.

Guided by our research question, one of our thesis goals is to explain why and how disruption of the financial
services industry began in the 21 century. As the banking sector was started being shaken up by fintech
startups, we have selected to use case-based approach, which focuses more on qualitative factors than on
guantitative aspects. We argue that such approach is optimal in our case, as we want to determine the
reasons for disruption and identify success factors of startup companies in achieving it, rather than quantify

the overall disruption impact on the banking industry.

We have selected British fintech startup company “Revolut” as our case company for two reasons. First, it

has by far been the most successful digital challenger bank, which is well reflected in:

e Exceptionally fast growth in terms of number of markets served and customers acquired

e Very high customer satisfaction

e High trust of investor community, reflected in the startup’s current market valuation of USD 1,7bn,
making it a fintech unicorn

e Short time to break even which is uncommon for companies of such nature

e Distinctive features, such as interbank rates and cryptocurrency trading platform

Second, Revolut has set the most ambitious goals for the future among its competitors, planning to enter
markets in North America, Singapore, Hong Kong, Australia, and New Zealand already in 2018, and acquire
100m customers during the next five years. In the later sections we will give a thorough overview of Revolut

and other digital challenger banks.

Based on the findings from answering the first part of the research question, our other goal is to suggest
possible plans of action to incumbent banks in the light of disruption. It is important to note that we will not
provide recommendations for Revolut, as we believe that the startup is currently on the right track and that

traditional banks should learn a great deal from it.

As our analysis later reveals, large tech firms, such as Amazon, Google and Facebook, can potentially become
disruptors of financial services industry going forward. Despite being aware of this possibility, we have chosen

not to provide recommendations for large tech firms either, as this is out of scope of our thesis. We argue
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that extensive research and analysis of such firms’ business models and services is required, or else we would

risk providing flawed and wrong recommendations.

As for the various types of financial services, we have decided to not explicitly focus on any of them. We
argue that focusing on any specific area of financial services would make our analysis of disruption in the
financial services’ industry incomplete, and we would potentially misguide incumbent banks in our

recommendations’ part.

Lastly, despite the hype and publicity surrounding cryptocurrencies, we have only analyzed the effect digital
currencies have had on Revolut until now. Due to volatile nature and high uncertainty of cryptocurrencies,
we have decided not to speculate in predicting what the future for them may look like, and what impact they

may have on Revolut and other fintech startup going forward.
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2. Methodology and Research Design

In this section, we will specify our approach in answering the research question, reasons for using such

method, as well as its strengths and weaknesses. Afterwards, we will discuss research design of the thesis.

2.1. Thesis Method

One goal of our thesis is to explain why and how disruption of the financial services industry began in the 21
century. To achieve this, we have chosen to use case-based approach, focusing more on qualitative factors
than on quantitative aspects, and selected British startup company “Revolut” as our case company. We argue
that such approach is suitable to our case, as we want to determine the reasons for disruption and identify
success factors of startup companies in achieving it, rather than quantify the overall disruption impact on the
banking industry. It is important to note that despite being heavily qualitative, our thesis does employ some
numbers to prove the statement that disruption of the financial services industry is happening and that

fintech startups are starting to cause a great deal of concern to incumbent banks.

Case-based method has several advantages. First, it allows to investigate and explore an event or a
phenomenon deeply and thoroughly. Second, case study is one of the best ways to stimulate new research.
In our case, as the subsequent analysis shows, it has led to new research areas, such as the potential future
rise of large tech companies, such as Facebook and Google, in the financial services industry. Third, case-
based approach allows to challenge established ideas or theories, as in our case happened with traditional
strategy theories and their questionable validity in the light of product and service digitalization. Fourth, it
gives new insights, as it did in our thesis, making us to understand about the necessity of having corporate
culture and values which promote failure as means of learning in order to come up with innovative solutions

and be successful.

Case-based approach also has several drawbacks, such as researcher bias and difficulty to replicate. We,
however, argue that we have managed to deal with these drawbacks appropriately. First, we have coped
with the issue of subjectivity by using various sources to support our statements and verify facts, as will be
explained in more depth in the following subsection about research design. Second, the key take-aways from
our analysis are relevant and applicable to other companies, such as traditional banks. We argue that we
overcome the issue of difficulty to replicate associated with case studies, providing substantiated

recommendations to incumbent financial institutions.

As for the choice of company, we have decided to use the British fintech startup Revolut due to several
reasons. First, the company has by far been the most successful digital challenger bank. We assessed the

success of such companies based on a number of factors, such as pace of growth in terms of number of
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markets served and customer acquired, level of customer satisfaction, trust of investors, profitability, and
distinctive product features. Second, Revolut has set the most ambitious goals for the future among its
competitors. In evaluating future goals, we looked at elements such as expected number and type of markets

as well as customers served.

To help us answer our research question, we have utilized our theoretical framework, consisting of Clayton
Christensen’s Theory of Disruptive Innovation, The Lean Startup Method, Rita McGrath’s Theory of Transient
Advantage, Approach of Pricing and Free, as well as Network Effects and Switching Costs. Theory of disruptive
innovation assisted us in explaining how the disruption began in the financial services industry, while the rest
of the theoretical framework facilitated our analysis of Revolut’s success factors in achieving this. By
obtaining these findings, we pave way for our recommendations part, where we further utilized insights from
theory of disruptive innovation, lean startup method, and theory of transient advantage to provide

recommendations to traditional banks and suggest possible plans of action for them.

2.2. Research Design

There are two types of research data — primary data and secondary data. Primary data is a new information
collected directly through interviews, surveys, focus groups or social media monitoring. Secondary data, by
contrast, is publicly-available information that has been collected by others (Wolf, 2016). Several examples

of secondary data sources are government publications, websites, books, journal articles and reports.

In our thesis, we have focused on secondary data rather than primary data due to several reasons. First,
young companies such as Revolut are usually reluctant to share information with third parties, as this may
significantly affect the success of their business, given the highly competitive nature of such companies.
Second, the information obtained directly from the company may carry bias in this case, as Revolut would

arguably be incentivized to share information that can benefit it and avoid disclosing facts that may harm it.

To deal with the issue of subjectivity and bias, as briefly discussed in the thesis method part above, we have
used secondary data. We have compared and cross-checked information from various sources, such as
journal articles, reports and studies of professional consultancies and academics, as well as information
available on widely recognized and credible websites, to ensure the reliability and validity of both qualitative
and guantitative data. In this way, we have supported our statements and verified facts, ensuring the

trustworthiness and soundness of our findings and conclusions.
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3. Literature Review

In this section, we will review three conventional theories — Porter’s Five Forces, SWOT, and PESTLE — and
criticize them for not being able to keep up with the current business trends. There are several reasons for
selecting these specific models. First, they are prominent within academia, being widely taught in universities
around the globe. Second, they are a popular tool among external management advisors and in-house
consultants when formulating a corporate strategy. Third, these three strategic management approaches are
interlinked and complement each other — SWOT model is used for the analysis of a company (micro level),
Porter’s Five Forces help identify industry factors (industry level), while PESTLE is a tool used to determine
external factors (macro level). Due to these reasons, we argue that Porter’s Five Forces, SWOT, and PESTLE

are a good representative of conventional theories.

3.1. Porter’s Five Forces

First described by Michael Porter in his classic
Threat of
1979 Harvard Business Review article, Porter’s entry
Five Forces model has been developed to help
companies evaluate the nature and degree of
industry’s competitiveness, how trends will affect

. .. . . . ) li B
industry competition, and which industries are SRRE IndUStry bar;Z?r:isng

bargaining s

power rival ry power

attractive (Porter, 2008). The model was also
intended to facilitate the development of
corporate strategies. As the model’'s name
suggests, five industry forces make up the model

Threat of
and are key for analysis. As Figure 2 indicates, substitutes

these are (i) threat of substitute products or
Figure 2 - Porter’s Five Forces
services, (ii) threat of entry, (iii) intra-industry (figure is a production of thesis authors)

competition, (iv) bargaining power of suppliers, and (v) bargaining power of buyers.

An attractive industry that is highly profitable is characterized by high barriers to entry, limited bargaining
power of both suppliers and buyers, low number of competitors, and few or no substitute products or
services (Harvard Business School, 2018). By contrast, easy access to market, strong suppliers and buyers’
negotiating power, high number of competing firms and substitutes define an unattractive industry. It is,
however, noteworthy that in Porter’s view, unattractive industry does not imply loss, and it is possible for a

firm to earn higher than average returns in this kind of industry (Porter, 2008). Figure 3 summarizes key
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characteristics of attractive industry and unattractive industry. As stated above, the model serves as a tool

for formulating firm’s strategy, revealing how powerful each force is in a given industry.

The concentration of companies
e High barriers to entry

. . and the extent to which companies
e Weak suppliers bargaining power

e Weak buyers bargaining power poach key personnel from its
e Few substitute products or services

Attractive
Industry

- competitors in the industry are
e Low competition

some of the most frequently used
metrics to assess the intensity of

e Low barriers to entry competition within an industry. The

Unattractive e Strong suppliers bargaining power

industry

o intensity of rivalry is highly related
e Strong buyers bargaining power

e Many substitute products or services to barriers to entry —if the latter are

e |ntense competition . .
P low, new companies will be

Figure 3 - Attributes of Attractive and Unattractive Industry entering the industry and profits

(figure is a production of thesis authors) will likely fall as a result of increased
competition. Therefore, according to the Porter’s Five Forces model, it is essential for existing industry
players to create high barriers to entry to deter new entrants. The following are some of the attributes of

high threat of entrants:

e Relatively low amount of capital needed to access a market
e Incumbent firms do not hold trademarks or patents

e Customer switching costs are low

e Low customer loyalty

o Nearly identical products

e Economies of scale are easy to achieve

A strong bargaining power of suppliers allows them to sell highly priced input, such as raw materials, to the
firms operating in an industry (Jurevicius, 2013). A higher manufacturer price obviously translates into lower
profits for the retailers, unless the consumers’ price elasticity is very low. A strong bargaining power of
suppliers is achieved when there are few suppliers and many buyers, when suppliers hold scarce resources,

and the cost of switching for alternative raw material is high.

A strong bargaining power of buyers allows consumers to demand lower price and higher quality of products,
which is obviously the opposite of what the producers desire, resulting in lower industry profits. Buyers gain

a lot of bargaining power when there are few buyers and many substitutes.
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The last force of Porter’s Five Forces model, threat of substitutes, is high when buyers can easily find
alternative goods at reasonable prices (Jurevicius, 2013). An example could be margarine and butter — they

both are cheap and easy to substitute one for another.

It is important to emphasize that a company can affect these forces to a certain extent. For example, by
heavily investing capital into equipment, it can increase its production capacity and benefit from economies
of scale, which increases barriers to entry for new entrants. Another example relates to bargaining power of
buyers in the market of coffee. The manufacturer of Nespresso coffee making machines locks in its users by
selling the coffee machine at a relatively low price, but charging high price for coffee capsules. Having
acquired a coffee machine, the switching cost to another product increases and consumers are more likely
to stick to the already purchased product despite having to pay high price for the coffee capsules. This
happens because most of consumers are irrational and are unlikely to consider the purchase of Nesspreso
machine, an initial investment, as a sunk cost when evaluating substitutes to Nesspreso machine. Third
example also relates to bargaining power of buyers. Ryanair, Irish low-cost airline, has offers to increase
customer loyalty. For instance, it recently started offering its customers option to book and stay with Ryanair
Rooms at a discount of 10%. This discount is, however, not directly refunded to customer’s bank account.
Instead, the customers can use this “travel credit” on Ryanair flights. This shows how company can indirectly
lower its customers’ bargaining power, and at the same time incentivize its clients to stay with the same
service provider by offering travel credits and convenience to book all trip elements in one place at once

(Plush, 2016) (Goodman, 2018).

3.2. SWOT and PESTLE

SWOT analysis is an analytical technique with a focus on assessment of internal and external factors affecting
the performance of a company or organization (Management Mania, 2018). In contrast to Porter’s Five
Forces model that solely focuses on outside factors, SWOT has a lot of emphasis on inside factors that can
shape company’s success. Naturally, SWOT analysis is used in strategic management of a company. While
the analysis by itself does not provide any strategic suggestion, insights gained from it help to formulate a

firm’s strategy.

Designed by Albert Humphrey in the 1960s, SWOT is an acronym for strengths, weaknesses, threats, and
opportunities (Professional Academy (A), 2018). As Figure 4 shows, analysis of strengths and weaknesses
focuses on the internal factors, whereas analysis of threats and opportunities gives an understanding of

external factors.
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Breaking further down, internal factors help find out what
company is good at, what advantages it has in terms of the Weaknesses

competitors. Some of the strength examples are high quality

SWOT

products, exclusive access to resources, patents. Internal :
matrix

factors also shed light on what areas company is weak at,

such as low efficiency, poor planning. Weaknesses and

Opportunities

strengths can be analyzed using financial analysis, resource

analysis, product portfolio analysis and analytical tools. Figure 4 - SWOT Matrix
(figure is a production of thesis authors)

External factors, on the other hand, help identify opportunities and threats outside of the company that can
facilitate or impede the achievement of firm’s strategic objectives. General examples of these are shifting
consumer trends, changing price of raw materials, growing or decreasing overall market size, legal
environment. For the assessment of external environment, multiple tools are available (Management Mania,
2018). However, the most prominent one is PESTLE analysis, which complements the above described models

by focusing on macroeconomic factors shaping the overall business environment.

PESTLE is made of six factors:

e Political

e Economic

e Social

e Technological
o Legal

e Environmental

Political factor analysis looks at type of governance in the country — democracy, authoritarian regime, etc. —
and how the ruling bodies intervene in the economy. Important determinants of the political environment
are political stability or instability and government policies concerning various spheres of the economy, such
as trade, tax and labor (Professional Academy (B), 2018). The most common economic factors are economic
growth, interest rates, exchanges rates, level of inflation, and consumers’ purchasing power. Social factors,
also known as socio-cultural factors, are population growth, age distribution, male-female ratio. Social factors
also encompass areas that involve the shared belief and attitudes of the population, such as career attitudes,
cultural taboos (Professional Academy (B), 2018). Technological factors, the fourth component of PESTLE

analysis, relate to research and innovation, emerging technologies, technology legislation, intellectual
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property rights and issues (ProcessPolicy, 2018). Legal factors relate to existing laws, regulation and
legislation. Last but not least, environmental factors include those that influence or are determined by the

surrounding environment, such as environmental regulations and sustainability (PESTLE Analysis, 2018).

It is important to stress that nature of business and industry should decide the focus factor(s) of PESTLE
analysis. For instance, fossil fuel power station is more affected by environmental regulation, such as
reduction of carbon footprint, than a company operating in tobacco industry, which is more constrained by

legal regulation, such as banning of tobacco product advertisement.

SWOT matrix and PESTLE model together provide a full overview of inside and outside risks and opportunities
which businesses find useful when formulating their strategy. However, as discussed in the next section, we
argue that these conventional analysis models are less valid and valuable for many businesses due to quick

technological advancement that has led to disruptive innovation in certain industries such as banking.

3.3. Critique of Conventional Theoretical Approaches

One of the common features that all three traditional strategy approaches possess is their assumption of
relatively stable business environment. While models allow for the change in certain variables of the
environment, such as industry competition, economic factors and political climate, they assume that the
industry itself is fixed. The latter is especially evident in Porter’s Five Forces model. However, we argue that
these days’ business environment is less stable and defining an industry is extremely complicated, as
traditional product boundaries have expanded, especially in the light of service and product digitalization. To
put this into perspective, think of a smartphone. The smartphone today is far more than a gadget to make or
receive calls and messages; hence its name. The smartphone is an alarm, a map, a computer, a calculator, a
flashlight, a video camera, a calendar, and a dictionary. And this list could be considerably prolonged. Hence,

industries are no longer fixed and business environment is less stable than assumed.

Another assumption, overlapping with the one above, that the theoretical models make is that competition
only takes place within a given industry. Traditional theories assume that companies operating in an industry
should only be concerned with what is happening in their industry. However, due to increasing customers’
needs and expanding product boundaries, industry borders are melting, and the rules of the game are
changing. The cross-industry competition is becoming the norm, which, as will be discussed later, Rita
McGrath describes as competitive arenas. Thus, companies need to rethink their business strategies and
redefine their competitive environment. WeChat, a Chinese messaging and social media app with over 1
billion monthly active users (Hollander, 2018), perfectly exemplifies cross-industry competition. The app not

only acts as a communication platform, but also offers payment services for its users, called WeChat Pay
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(WeChat, 2018). The WeChat Pay has become so popular that it is even beginning to change an old Chinese
tradition, whereby people send and receive red envelopes as a way to show fondness and good wish (Zhang,
2018). A large fraction of the Chinese population is now using or planning to soon opt for digital envelopes
offered by WeChat Pay that are to replace traditional physical envelopes. Another relevant example is
Ryanair, an Irish low-cost airline, which not only provides air transportation services, but also offers various
complementary services, such as car rental and accommodation booking. Lastly, think of Uber; in addition to
ride services, Uber provides complementary services, such as food delivery (Aouad, 2018). Thus, the

traditional models fail to account for inter-industry competition.

Conventional approaches also assume a high level of certainty, making it much easier to formulate a
corporate strategy. Sound market research, proper planning and timely-execution are possible to realize
under conditions of low uncertainty, as market size and growth rates can be fairly accurately estimated and
the needs of main customers are well known. However, as will be explained by Clayton Christensen’s theory
of disruptive innovation, the reality is opposite when the uncertainty is high, as is the case with disruptive
technological innovation. Lack of data about emerging market and its potential in terms of number of
customers and profitability makes it extremely hard to make any projections. It is difficult to estimate what
budget should be allocated, what resources will be needed, when breakeven can be expected, and what ROI
will be achieved. Hence, management nowadays needs a different approach for formulating and

implementing corporate strategy; something that the Lean Startup Method offers, as will be shown later.

Another area of criticism is firm’s source of revenues. Traditional theories assume that customers are sole
means for companies to make money; therefore, companies should strive to set profit maximizing prices to
consumers. However, as the section about free pricing method will show, companies can earn a revenue
even when they provide a free service (with no strings attached) to its customers, especially when we think

about digital services.

Furthermore, traditional theories, especially Porter’s Five Forces, devote a lot of focus on (supply side) scales
of economies, failing to account for demand side economies of scale. As will be discussed in theory of network
effects, exploiting supply side scales of economies is no longer enough, and companies need to extract the

benefits of large networks, especially in the light of service digitalization.

Lastly, the traditional theories emphasize the importance of competitive advantage, such as high barriers to
entry. However, as Rita McGrath argues, the advantages nowadays are rather transient and companies have
little time to exploit them. As industries are disrupted and have to be rearranged constantly, these old
competitive advantages are becoming less relevant and other qualities, such as capability to generate ideas

and innovate, are proving essential.
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4. Theoretical Framework

4.1. Clayton Christensen’s Theory of Disruptive Innovation

Clayton M. Christensen is American scholar, educator and author of The Innovator’s Dilemma, his first book,
where he shows that even big, successfully operating firms can do everything right and yet start losing their
market ownership, or even fail. In his book, Christensen shows how companies miss out on new innovation
which he coins as disruptive. Ironically, the author argues that this paradox is caused by the same reason that

has led the currently successful companies to where they are now (Christensen, 1997).

In his first book, Clayton Christensen presents a theory of disruptive innovation which has received a lot of
attention both in business world and academia. The central idea of disruptive innovation theory is that large,
incumbent companies face many dilemmas when being exposed to technological and market changes. These
dilemmas in fact help explain why these leading, resource-rich companies can lose the battle against its
emerging, smaller competitors. Nevertheless, as the argument goes, mature companies are able to make a
necessary change, although a difficult one, in order to survive in industries that are being shaken by
disruption. Insights from this theory will help us explain how disruptive innovation came about to the

financial services industry, and provide recommendations to the incumbent financial institutions.

When analyzing the effect of innovation on incumbent companies, Clayton Christensen distinguishes
between two types of innovation — “sustaining” innovation and “disruptive” innovation (Christensen, 1997).
Sustaining innovation targets high-end customers that have great demands with a product or service that is
better than was previously. Usually, these sorts of innovations are incremental improvements upon existing
products or services, such as higher definition TV or wireless headphones. In contrast to widespread thinking,
sustaining innovations can also be “breakthrough, leapfrog-beyond-the-competition products” or services
(Raynor, 2003, p. 31). It is interesting to note that sustaining innovation is not limited to product or service,
but can also happen within an organization, in the form of process innovation. Such process innovations are
usually associated to improved and less costly service. Relating to our topic, a type of process innovation
within banking could be closing bank branches and replacing them with online-based solution that is
providing the same yet more convenient (e.g. no need to queue in a bank; a-few-clicks-away access to app)

service at a lower cost.

Clayton Christensen argues that, regardless of the technological difficulty of innovation, mature companies
win the battles of sustaining innovation in most of the cases (Raynor, 2003). This happens because sustaining
innovation strategy implies an improvement of a product or service that can be sold for higher profit margins,

and this is where incumbent companies have the necessary incentives and enough of resources to take on
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the sustaining innovation battles. Clear and easily identifiable profit opportunities play an important role in
the theory of disruptive innovation, as we will explain in the following part. Apart from being resource-richer
than smaller and younger companies, mature firms possess more experience than their emerging
competitors. Lastly, sustaining innovation does not have a prerequisite of shaking up organizational culture,
and is therefore relatively easily achieved by established companies as sustaining technological innovation

can be said to be similar to expansion of “business as usual”.

Disruptive innovation, on the other hand, is new concept or ways of delivering value to consumers. This,
however, does not necessarily mean that a better product or service is brought to existing customers in
existing markets (Raynor, 2003). In fact, products and services that are not as good as existing ones are
introduced, subsequently disrupting and redefining the trajectory of existing markets. While possibly less
sophisticated, disruptive technologies have their own advantages, such as convenience and low price. These
benefits find their appeal in other consumer segments, for instance among new or less-demanding
consumers. And when the latter happens, the improvement cycle of disruptive product or service starts. As
illustrated in the Disruptive Innovation Model in Figure 5, the technological progress is happening at a pace
that exceeds customers’ abilities to use it, and the previously-not-good-enough technology advances to the
level where it intersects with requirements of more demanding customers. And when that level of the new
disruptive product is reached, the disruptors are taking a path that will eventually crush the established

companies (Raynor, 2003).

Figure 5 - The Disruptive Innovation Model (Christensen, Raynor, & McDonald, 2015)

To describe it in different words, mature, established companies focus on improving their offered products
or services for the most demanding customers which are commonly also the most profitable, therefore

overshooting the needs of other segments or simply ignoring the less-demanding customers. Entrants that
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eventually become disruptors enter market by targeting those overlooked customer segments, introducing
more convenient functionalities, usually at a cheaper price. Established companies, focused on extraction of
higher profits from more-demanding customers, tend to take little action in response. As a result, entrants
start targeting upper segments, delivering the performance that mature companies’ mainstream customers
want, while at the same time preserving the initial benefits of their products or services that drove entrants’
early success. These entrants become industry disruptors the moment when mainstream customers begin to
adopt entrants’ products or services in higher volumes, and when incumbents’ dominance is being challenged
(Christensen, Raynor, & McDonald, 2015). This is a kind of disruption that is now happening in payments and

other areas of financial services industry.

Unlike sustaining innovations which are usually successfully implemented by incumbent firms, disruptive
innovations in most cases are caused by smaller and younger firms, such as startups. Disruptive innovation
has a crippling effect on incumbent firms. With resource allocation processes designed to support sustaining
innovations, established companies are unable to appropriately respond to actions of disruptive innovators
(Raynor, 2003). Incumbent companies have all the incentives to go upmarket, but few or no to defend low-
end or new markets that startups are targeting. The authors of book The Innovator’s Solution call this
phenomenon “asymmetric motivation” (Raynor, 2003, p. 43). The latter motivation closely relates to
resource allocation decisions made within established companies, which, as Christensen and Overdorf point
out in their book, are highly political processes where the negotiation power of participants (read various
departments or business units) influences the outcome of decision (Overdorf, 2000). As the business units
are generating most of cash, they are more likely to get attention of top management, which is responsible
for making budget and drawing company’s future strategy, and win the battle of resource allocation.
Obviously, managers of such business units are less likely to focus on innovations that can be potentially
disruptive, and more likely to invest in sustaining innovations. As explained above, disruptive technologies
often enter a market via a lower segment first which is less profitable. Low-margin segments help explain
managers’ lack of interest in disruptive innovations, as managers’ performance rewards are often tied to
yearly profits and has too little focus on longer term achievements. Another reason is that high-demanding
customers initially don’t want to use products or services based on disruptive technologies (Christensen,
1997). Lastly, managers may be lacking technical knowledge to be convinced to take up a risky investment or
having too little faith in the potential of disruptive innovations. In any case, resource-allocation processes in
well-established companies are becoming flawed in the light of innovations that are disrupting virtually every
industry, and should be updated to account for challenges arising from startups and less-mature firms’
actions. Speaking of solutions to resource allocation problems, one way would be to use alternative metrics

where revenue streams are not the most important performance indicator (Kristian J. Sund, 2016). An
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example of such metric is estimated market potential. We will discuss solutions to such problems to a greater

extent in the recommendations section of the paper.

Based on the aforementioned effects, several important principles of disruptive technology can be proposed.
Understanding these principles, rather than ignoring or fighting them, can help managers succeed when
confronted with disruptive innovation (Christensen, 1997). Principles are also of high value for companies,
be it major or small, mature or young ones, when they are considering engaging in innovation themselves.

These principles are presented below:

1) Decision-making within firms is influenced by customers due to resource dependence of firms
2) Large, established companies cannot have their growth needs solved by small, emerging markets
3) Small, emerging markets are hard or even impossible to analyze, measure and plan for

4) A firm’s capabilities in the form of values and processes determine that company’s disabilities

The first principle relates to resource-allocation process within established firm, as discussed above. At a
surface level, it may seem that managers are the ones who control the resource-allocation; however, it is
customers who highly impact the money and resource allocation decisions in the end, as this is the way for
companies to ensure that the needs of current customers are met and most-profitable customer segments
served. In fact, it is the mature and successfully performing companies that are best at “killing” ideas that
their current customers don’t want. And while many successful innovations are customer-driven, listening
only to customers might lead to a situation where an opportunity of adoption of disruptive innovation turns

into a threat for the very existence of a company.

The second principle dictates that mature companies focus on large, established markets to meet growth
targets, which are set forth by investors. Small, emerging markets are not big enough in terms of customers
and revenues to make a significant positive impact on a company’s market value, and therefore rarely catch
the attention of the bigger companies. And even when mature companies notice these markets, their
strategy is to wait until these markets become sizeable enough before taking actions (Christensen, 1997).
More often than not such strategy is flawed, as significant first-mover advantages with respect to entering
emerging market are not utilized, and mature firms risk to be shaken or even overtaken by smaller

competitors engaging in disruptive innovation, as is currently evident in the financial services industry.

The third principle relates to analysis of a market. Sound market research, proper planning and timely-
execution are key traits of good management. While these are possible to achieve in relation to sustaining
innovation, as market size and growth rates can be fairly accurately estimated and the needs of main

customers are well known (which explains why mature companies are successful at this type of innovation),
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it is more complicated to realize in the case of disruptive technological innovation. The lack of any data about
emerging market and its potential in terms of number of customers and profitability makes it extremely hard
to make any projections. It is difficult to estimate what budget should be allocated, what resources will be
needed, when breakeven can be expected, and what ROI will be achieved. The risk of errors is harder to
accept for larger firms, as they have more at stake in case of failure. It is important to stress that it is the lack
of data about such emerging markets that puts first-movers at an advantageous position. If everyone had

complete information, the first-mover advantages would be very difficult or impossible to exploit.

The fourth and last principle relates to the most valuable resource of any company — its employees. When
managers want to tackle a problem or come up with innovative solution, they first need to set up a team to
which a task can be assigned. Without a question, the most capable and talented people should be
performing a job. However, many managers assume that finding and recruiting the right people is enough -
this sort of thinking is flawed. Having the right team on its own does not ensure successful execution of the
task at hand, because companies have capabilities that exist independently of the people who work within
them. These capabilities take two forms. First, it is internal company processes, according to which
employees are taught to turn input into output (in the form of a product or service). The second form that
capabilities take are organizational values. These values affect how managers and employees make
organizational decisions. While people can be assumed to be flexible, in the sense that they can be trained
and learn how to perform certain things, internal methods and values are less flexible and harder to change,
especially within large corporations. As Clayton Christensen points out in his book “The Innovator’s
Dilemma”, people working for a global company can quickly learn the necessary skills to work in a small
startup. By contrast, a company’s process that is effectively managing the design of a minicomputer would
be unsuitable in design of a desktop personal computer (Christensen, 1997). In similar fashion, values that
lead and incentivize employees to prioritize high margin, profitable products or services cannot at the same
time make them focus on low-margin offerings that may have more potential in the future. Therefore,

organization’s capabilities in the form of values and processes determine that company’s disabilities.

As mentioned above, managers need to understand these four principles relating to disruptive technological
innovation and what message each is conveying, to be capable of facing disruptive innovation or engaging in
it themselves. The idea behind these principles will be utilized when providing recommendations to

incumbent financial institutions.

The key take-away from Clayton Christensen’s model is that companies should interpret risks in a completely
different way than previously. Instead of being deterred from engaging in new disruptive innovations by high

failure risk and associated costs, companies should deploy a strategy where such failure bears little cost and
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happens at an early stage of the innovation process. In addition, the initial failure should not prevent
companies from further attempts to innovate; instead, it should be viewed as lesson that can be incorporated
into future iterations of the product or service. This sort of thinking is advocated by Lean Startup Method,

which we will unbox in the following section.

Another important takeaway is that, although incumbent companies need to respond to disruption if it is
occurring, they should not overreact by turning away from a still-profitable business. Instead, they should
continue enhancing relationships with their main customers by spending money on sustaining innovations.
In addition, they could create a new business division or a subsidiary focusing solely on the potential
opportunities arising from disruptive innovation. According to research, success of such new unit is to a large

extent affected by its separation and independence from the core business (McDonald, 2015).

4.2. The Lean Startup Method

The lean startup approach was first proposed by an American entrepreneur Eric Ries. In his bestseller “The
Lean Startup: How Constant Innovation Creates Radically Successful Businesses”, Ries is arguing against the
then common notion that hard work, perfect idea, and perseverance are a prescription to success (Ries,
2011). According to the author, it is a myth that good timing, determination, and most importantly, good
product or service alone ensure the fortune. The author supports his doubts by examples from experiences

of his own and others, where promising startups eventually failed.

Before digging into the Lean Startup Method, it is important to unearth issues which, according to Ries, are
to blame for failure of many startups. The following are the problems associated with old way of starting a

business:

e Long lead times in the development process
e Highinitial costs

e Excessively high confidentiality with respect to product or service features

As previously common, companies would spend a lot of time developing a product with little or no customer
insight. In certain cases, it would take years until an idea was converted into a product. The traditional
innovation process where a single launch of a product or service was mainstream meant that product’s
features had to match customers’ needs, while the product launch had to be perfectly executed. All of this
required high initial investments from companies, in terms or money, resources and time. Obviously, such
investments were carrying high risks, as there was little or no space for errors due to lengthy and expensive
development process and virtually a single chance to win customers’ trust, also known as “hit-or-miss”

opportunity. Another common feature in the traditional innovation process was very high confidentiality
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with regard to product and its features. This Stealth Mode’s strategy was meant to safeguard the company’s
secrets and avoid alerting potential rivals about a market opportunity, which was very important given the
nature of traditional innovation process, i.e. high initial costs and long lead time in development (Maurya,
2012). It also implied that products prototypes were exposed to customers rarely and only during “beta”

tests (Blank, 2013).

In response to traditional innovation process, Eric Ries proposed a research backed-up method for creating
and managing startups, coined the “The Lean Startup method” (Ries, 2011). This approach is an application
of lean thinking to innovation process. The method advocates the principles of failing fast and continuously
learning, with focus on speed and customer feedback. The Lean Startup Methodology favors
“experimentation over elaborate planning, customer feedback over intuition, and iterative design over

traditional big design up front” development (Blank, 2013, p. 3).

The Lean Startup Method’s idea is well represented by “build-measure-learn” loop, visualized in Figure 6,
which guides the key activity of a startup — converting ideas into a product, measuring what customers think

about the product, and learning whether to pivot or persevere (Ries, The Lean Startup Methodology, 2018).
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Figure 6 - Build-Learn-Measure Loop of the Lean Startup Method (Onextrapixel, 2018)

To fully utilize the idea conveyed in the aforementioned loop, companies should follow two fundamental
principles of the lean method. First, instead of engaging in months of planning and research, and writing a
complex business plan, entrepreneurs should begin with mapping out untested hypothesis relating to their
business idea or model in the framework called Business Model Canvas (Blank, 2013). As depicted in Figure
7, Business Model Canvas is a lean startup template for developing new or documenting existing business
models. By describing a firm, product, or service’s value proposition, infrastructure, customer segments, and
finances, the Business Model Canvas essentially shows how a company creates value for itself and for its

customers.
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Key Partnerships Key Activities Value Proposition Customer Relationships Customer Segments
Key Resources Channels
Cost Structure Revenue Streams
Figure 7 - Business Model Canvas (figure is a production of thesis authors)

Second, companies should employ a “get out of the building” approach to test their hypotheses (Blank, 2013).
They can use various methods, such as surveys, questionnaires or direct interaction approach, to get
feedback from potential customers, buyers, and partners on all elements of the business model, such as
pricing, distribution channels, product or service features, distribution infrastructure, customer acquisition
strategies. A few examples of hypotheses could be about consumers’ willingness to pay a certain monthly
subscription fee for a service, such as online banking account, or their satisfaction with the new design of
wireless earphones. By following such principle and focusing on agility and speed, companies would construct
minimum viable products, defined as a product or service with simple features enough to catch the attention
of early adopters and make your solution unique (Forbes, 2018), and straightaway obtain customer feedback
(Maurya, 2012). Subsequently, using input from customers, companies could revise their assumptions and
start the build, measure, learn cycle over again, testing hypotheses about the adjusted offering. It is
noteworthy that adjustments to non-working ideas can be of two kinds: small adjustments (iterations) or
major adjustments (pivots) (Blank, 2013). It is also important to stress that hypotheses about a product or
service must be testable; otherwise the company will not know what kind of adjustment, if any, should be

made.

As pointed out above, the main idea behind the loop is that a product or service is developed iteratively and
incrementally. Such process has a major benefit compared to the traditional innovation process discussed
above — it decreases the risk. Due to faster product or service delivery to consumers, less up-front capital is

needed. Besides, the company more quickly finds out if its idea has potential, and can react accordingly by
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iterating or pivoting the initial offering. Thus, the lean approach helps launch products or services that
customers actually want, at a far lower cost and shorter time than the traditional method. Similar to Rita
McGrath’s notion of Discovery Driven Planning, the Lean Startup method adjusts the frequency of innovation
from occasional to continuous. The following table highlights differences between the traditional innovation

model and lean startup method:

Traditional innovation method Lean Startup Approach

The cost of a mistake can be catastrophic Mistakes are a means of learning

Long lead times in relation to development process | Quick launch followed by continuous validated
learning and product / service development

(iteration or pivoting)

Large initial and overall costs Low upfront investment and reduced

implementation costs / Scientific hypothesis

testing
Stealth mode associated to high secrecy Multiple small launches
High overall risk / Hit-or-miss opportunity Low overall risk / Multiple opportunities due to

early launch and product iteration or pivoting

Table 1 - Traditional Innovation Method compared to Lean Startup Method

Execution of continuous innovation according to the lean method as opposed to implementation of
occasional innovation according to traditional methods, has certain preconditions. To effectively implement
the lean method, company must meet certain requirements relating to use and allocation of resources,

organizational values, culture, as well as leadership.

First, the company must ensure that some resources are available in the early stage of a project, due to early
launch of product or service. It is equally important that a quick resource allocation process is in place, to be
able to react accordingly after the initial launch. If the offering or business model is promising, additional
resources will have to be deployed for the project. By contrast, if the customer feedback is negative and
hypotheses are rejected, the company may need to redirect these resources. Thus flexibility, availability, and
speed are key here. In similar fashion, the company’s leadership has to create and advocate an organizational
culture and values where failure is not viewed as tragedy, but rather a means of learning, allowing to iterate
and pivot the initial product or business model for it to become a success story. It is interesting to note that
these factors have some similarities to the principles of the disruptive innovation theory outlined in the

previous section.
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While the word startup in the Lean Startup Method suggests that such approach is tailored for startups, our
argument is against that. Our belief that mature companies can apply such methods to foster innovation
processes is in fact supported by empirical evidence. One company to exemplify this is General Electric, an
American multinational conglomerate. In 2010 Prescott Logan, the general manager of Energy Storage
division in GE, had a feeling that a new battery could be developed to disrupt the whole industry. Instead of
following steps associated to traditional innovation process, and building a factory (high up-front costs) to
scale up production and launching the new offering (without knowing if the customers really needed and
wanted it), the general manager put lean ideas into use. He started looking for a business model and
interacting with customers. The feedback he has received allowed him to better understand customers’
needs and what issues they were facing, and take that into account with respect to product development.
Furthermore, it helped to identify target segments, leading to a major shift in customer focus. Data centers,
one of the initial target segment, were removed from the equation and replaced by utilities, a user segment
discovered as result of communication with potential customers. After eventual decision to invest USD 100m,
a world class battery manufacturing facility was opened in 2012. According to the press, demand has

exceeded all expectations, and the company was running a backlog of orders (Blank, 2013).

Another example of a large company successfully implementing the ideas of lean method is DBS, a
multinational banking and financial services corporation headquartered in Singapore. The bank made huge
investments in technology and initiated radical changes to transform itself for digital innovation (Sia Siew
Kien, 2015). For example, in 2016 DBS launched innovation lab that was given a high degree of freedom and
necessary resources to experiment (Lee, 2016). Internal incubation and external partnering in seeking new
digital innovation were key in the bank’s digital transformation strategy, the strategy that led DBS to become

the “World’s Best Digital Bank” (South China Morning Post, 2017).

With the help of aforementioned examples, it can be argued that, despite the methodology’s name, in the
long term some of the biggest payoffs of lean method may be gained by the large companies that embrace

it. We will use key notions of the lean method in the recommendations section.

In the next subsection, theory of Transient Advantage, which challenges the traditional view of sustainable

competitive advantage and advocates the need for continuous innovation, will be introduced.

4.3. Rita McGrath’s Theory of Transient Advantage

A well-known academic and an author Rita Gunther McGrath (2013) in her work “The end of competitive
advantage” argues against the traditional strategic theories and proposes a theory of transient advantage

(McGrath (B), 2013). She argues that in often cases the traditional strategic theories based on sustainable
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competitive advantage are no longer suitable to be used due to increased uncertainty and volatility in the
environment of the businesses. Traditional strategic theories based on stable environment assumption
suggest that once the company finds a competitive advantage, it should focus on making this advantage
sustainable and build barriers to entry against the competition. Nevertheless, it has been observed, that in
most cases the environment is not stable. Acknowledging that the environment is changing rather than being
steady raises a big challenge for the traditional theories to cope with. In the meantime, McGrath explains

competitive advantages as waves that come and go and are split into 5 stages (Figure 8) (McGrath (B), 2013).

The Wave of Transient Advantage

RETURNS

LAUNCH RAMPUP EXPLOIT RECONFIGURE DISENGAGE

Figure 8 - The Wave of Transient Advantage (McGrath (B), 2013)

According to traditional theories, the focus would be on the middle “exploit” section of the wave, where the
company tries to sustain and extract as much returns as possible. This is also the area, where business directs
most of its attention, hires employees and fortifies assets. As a consequence, organization can soon become
rigid and focus on sustaining the strategy rather than innovating it. This is very natural in a setup with stable
environment, but since Rita Gunther McGrath argues that most industries are now exposed to uncertainties
and volatility, that causes these waves of transient advantage to fall into much more rapid cycles. The theory
of transient advantage therefore suggests that the only way to keep a competitive advantage is to always be
ready and capable to innovate the strategy and reconfigure the business set-up onto a new competitive

advantage (McGrath (A), 2013).

A good example of completely different strategies could be illustrated by Kodak and Fuji stories. Kodak has
followed a logic of long term sustainable advantage and therefore in 1980 and 1990 kept on investing and
focusing in what has made the company successful in the first place — film-based technologies. In the
meantime, their competitor Fuji has consistently been moving its investments and human resources towards

exploring a new digital technology. The outcome was fascinating - by taking an approach of transient
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advantage and investing into new technologies instead of only focusing on exploiting the current advantage,

Fuji has prevailed, while Kodak struggled for years after (McGrath (A), 2013) (Millar, 2014).

To be successful in riding the waves of transient advantages, the business should be highly focusing on the

processes and people skills required for each of the stages in the wave of transient advantage (McGrath (A),

2013):

“Launch” process is essential in being able to find new opportunities and innovate the business. At
this stage the company generates ideas, allocates resources and people who are capable of
experimenting while searching for a new path forward. Systematic innovation process should ensure
continuous innovations in the company, so that a company always has options and other
opportunities in case current ones do not work. It is important that the firm has people who are
coping well with uncertainty and are good at testing and evaluating the opportunities

The next stage of “ramp-up” happens when the launch succeeds, the idea progresses and
demonstrates prosperous future. In this phase the company moves from testing ideas into
implementing the successful one at the full scale. In order to beat the competition, the time can be
extremely important, as the longer it takes, the faster competition can catch up. The people’s skills
that are very valuable at this period include the ability to identify the potential of ideas at their early
stage and translate the tests into a full-scale process. Change management is crucial at this stage,
since the business might have been focused on a completely different strategy before and needs to
transition to a change

If the “ramp-up” process is passed successfully, business moves to a stage of “exploitation”, which
may have different time horizons depending on the industry and the advantage itself. In this case the
company delivers a clear benefit to customers and in return gets to enjoy a competitive advantage.
This advantage allows the business to increase market share and exploit the profits, but it also makes
it a target for competition. The organization should aim at prolonging this period of exploitation and
defend its core competences that create a competitive advantage. To succeed in this stage managers
should possess good skills in creating effective and systematic processes, identifying threats and
reacting to competition. Additionally, having in mind that this phase will not last forever, managers
should pay particular attention to continuously generating new ideas and competencies that would
be used in creating new transient advantages later. In contrast to traditional strategic theories, a
company should avoid allocating disproportionate resources to this stage, as excessive assets would
build barriers and make it difficult for the organization to phase-out from the current advantage and

shift into a new transient advantage
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As the competition catches up and the company starts losing its competitive advantage, the theory
suggests that “reconfiguration” and building up on a new transient advantage should take place.
Essentially, it is time to ride a new wave of transient advantage. During the reconfiguration stage,
the company not only transfers its resources and capabilities from already exhausted to a new
transient advantage, but also has to successfully reposition their people and assets. People may be
assigned with new tasks, while assets may be utilized differently. Capability to effectively reconfigure
is crucial in order to successfully catch the next wave of transient advantage. People’s skills required
at this phase include the ability to recognize and acknowledge decline at an early stage. These people
should therefore be the first initiators of a change

The last step of the wave is “disengage”. During this stage the company keeps only the resources
and capabilities that are needed for the next wave and disposes those that will not be needed for
moving forward. Some people might be let go, while assets may be sold. Therefore, managers should
not hang on the sentiments and be ready to abandon some processes as well as to divest parts of

the businesses

To be successful in riding the waves of transient advantage, timing is important in each of the phases. Larry

Downes and Paul Nunes in their book “Big Bang Disruption: Strategy in the Age of Devastating Innovation”

challenges the traditional Everett Rogers’s bell curve market segmentation in adoption of new products or

services (Downes & Nunes, 2013). They suggest that markets with disruptions will have a shark fin

Big Bang Market Adoption
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Figure 9 - The Shark Fin (Downes & Nunes, 2013)
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distribution of market segments in the adoption process. As presented in the Figure 9 below, there are only
2 segments: trial users; and everybody else. At the same time the adoption process is extremely fast. That
rapid adoption rate followed by almost as quick drop in it requires companies to be capable to quickly build
up on new trend, extract all the benefits and turn around the business plan to reconfigure on the next
opportunity. This complements Rita McGrath’s theory of transient advantage and her emphasis on the need
to have required capabilities and execute them quickly at each stage of the wave (Downes & Nunes, 2013)

(McGrath (A), 2013) (Oertel, 2015).

Another very important assumption that McGrath questions is related to the industry competition. According
to the traditional strategy theories, the competition happens across companies in the same industry, as they
have close substitutes to suggest. Nevertheless, recently more and more competition could have been seen
across the industries. Therefore, Rita McGrath argues that industry level analysis might not capture the right
level of competition and proposes a new concept of arenas. When evaluating the competition, the company
should no longer look at only close substitutes within the industry, managers should also be aware of other
offers in each arena that fulfills the same customer needs. Arenas are three-dimensional playing fields that
consider the interaction between market segment, product or service offered and geographical location.
Having said that, the business might have more than one strategy to compete in different arenas promoting

unique offer at each (McGrath (A), 2013).

To summarize, in the book “The New Playbook” Rita Gunther McGrath proposes a number of shifts in
company’s operations that would bring it closer to enjoying transient advantages. The key topics are the

following (McGrath (A), 2013):

o Acknowledging that current advantage is temporary. Therefore, leadership is expected to challenge
the status quo with the learning taken into business decisions. Additionally, the business should be
ready to disengage from the advantage in a structured way

e Company should ensure a systematic innovation on an ongoing basis, with separate resources
assigned to this process

e Entrepreneurial growth should be supported, while experimenting and creation of “real options”,
rather than selection of projects based on net present value, should be advocated

e If failures bring learning, they should be encouraged

e Resource allocation should be based on the opportunity present

e Focus should be on delivering customer experience and solutions to their problems. As argued by

the transient advantage theory, the competition quickly catches up and the offerings become
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commoditized. Therefore, it is key of importance to ensure full coverage of customer problems /
needs and high standards of customer experience

e Emphasis should be on rapid execution. At the same time, leaders are expected to make decisions
fast

e Prioritize smooth change during the reconfiguration phase and avoid sharp downsizings

The transient advantage theory is extremely relevant when considering the challenges that incumbent
financial institutions are facing nowadays. In line with Rita McGrath’s ideas, competitors from other
industries have come to the financial sector and started disrupting it. Startups with their lean strategies and
willingness to experiment have been moving into the industry and gaining market share at the expense of

rigid financial institutions that are too heavy on assets to react.

In the next subsection, we will introduce concepts of Pricing and Free, explaining how companies can be

profitable despite offering free services, and why this can be the right pricing strategy.

4.4. Pricing and Concept of Free

In his book “Free: The Future of a Radical Price”, Chris Anderson presents an idea of free price, which is truly
free and has no strings attached (Anderson, 2009). Opposite to common thinking, this free can be and is
profitable, especially when we talk about digital services. But how can this be possible that we charge

nothing, and yet earn money?

To explain this, it is important to distinguish between old “free” and the new free. The old “free” in quotation
marks creates an illusion that something is free, although the reality is quite the opposite. Companies employ
powerful marketing tools to exploit “free”, such as giving away one to create demand for another. Several
examples of such are giving away a cell phone but selling a monthly plan, or installing coffeemakers in office
at no charge but selling expensive coffee packets (Anderson, 2009). “Free” pricing empowers companies to
change consumer psychology, break old and create new markets, and make any product more appealing than

it would be otherwise. Thus, “free” does not imply profitless, it just means that revenue route is indirect.

By contrast to “free”, Free has no such strings attached, and is not something we are used to in traditional
retail. It is genuinely free, and not just a trap for a future sale. Think about Google, Facebook or Wikipedia.
Many people visit these websites every day, but they are not required to indicate their credit cards details,
nor are their bank accounts debited for using either of the websites. The paradox of the price of 0.00 can
mainly be explained by the cost base. Digital distribution is virtually gratis. In other words, the marginal costs

of selling / distributing more are near-zero in the online industry. The only costs that such companies incur
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are the initial investment and overhead, assuming that no further investment is made along the way. But

how do such businesses make for a living? To answer this question, we need to look beyond the cost base.

Chris Andersen explains that free can generate money via cross-subsidies, which can be grouped into four

main categories (Anderson, 2009):

e Direct cross-subsidies
e Three-party market
e Freemium

e Nonmonetary markets

Free 1. Direct Cross-Subsidies
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Product One Product Two
(Paid} (Free)
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Figure 10 - Direct Cross Subsidies (Anderson, 2009)

Direct cross-subsidy is similar to the old “free”,
and is characterized by a situation when a
consumer gets something for free but wants to
buy something more. Money in this case can be
derived from either the consumer itself or
someone else. An example when the same
consumer eventually spends the money would
be when someone is given a free sample, and
afterwards wants to buy a product or service

(e.g. after eating a piece of cheese in a

supermarket or using a free version of virtual private network (VPN)). Another example shows how a

company can earn money from non-customers — a bank gives a free debit card to its customers but imposes

a charge on the retailers from whom bank’s customers buy goods using their debit card. Under direct cross

subsidy, technology allows companies widen their markets.

Free 2. The Three-Party Market
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Figure 11 - Three-Party Market (Anderson, 2009)

Three-way market system is most commonly
used among the four cross subsidy categories.
In three-way market, a third party pays to take
part in a market created by free exchange
between the first two parties. In other words,
a company creates free content or a network
of users, and then makes revenue by charging
a third party to gain access to that network,

either to advertise or extract information
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about those users. This sort of cross subsidy is used basically by all media. For instance, we do not pay to

listen to the radio or watch TV, because a third party, companies that want to acquire new customers, pays

the media provider to advertise their product or service on the TV or radio. Nor do we pay for browsing the

Internet, because third parties pay the websites owners money to obtain data about such people. This is

called a three-way market. Economists also call such models “two-sided markets”, due to two groups

supporting each other. One group is advertisers, who pay for media to convey a message to customers.

Customer, the second group, in turn “supports” advertisers by buying their products at a price that includes

the advertisers’ marketing costs (Anderson, 2009).

Free 3. Freemium
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Figure 12 — Freemium (Anderson, 2009)

Free 4. Nonmonetary Markeis
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Figure 13 - Nonmonetary Markets (Anderson, 2009)

Freemium is the third type of cross-subsidizing
and is one of the most common models for
online businesses. Under such model, a
company offers a basic version that is free, and
one or more paid versions that are better that

the basic version.

Nonmonetary markets are markets that are
free for everyone to use. These markets exist
due to either altruistic intention or by users’
effort. For example, some websites require its
users to solve a puzzle or fill out a
guestionnaire in order to use the website. Such
users’ efforts are eventually turned into

revenues by the companies.

The following table summarizes the four main
categories of cross-subsidies, indicating what

is free and to whom.
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Type of cross-subsidy What is free? Free to whom?

Direct cross-subsidies Any product that tempts an Hardly anyone, because

individual to pay for something everyone is willing to pay at

else some point
Three-party market Software, content, services Everyone
Freemium All that is not a part of a Users of a basic version

premium account

Nonmonetary markets Anything that is given away Everyone

without expecting a payment

Table 2 - Overview of Cross Subsidy Types

It is important to point out that the new Free would most likely not work in traditional industries, as marginal
costs hardly ever drop to zero there, even when economies of scale are fully exploited, and thus the product
or service cannot be offered at the price of zero. In online industry, by contrast, marginal costs do fall to
virtually zero and Free pricing strategy can be implemented. When discussing rationale behind the free price
method, Chris Anderson refers to Google’s max strategy, a strategy to make Google free and in that way
reach the biggest possible market and achieve mass adoption (Anderson, 2009). As the marginal costs are
zero, there is no reason for not making your offering available to as many people as possible. And the higher
the audience, the more appealing (read more profitable) your product or service becomes to advertisers or
those collecting data about consumer behavior. In fact, according to Anderson, a 5% rule exists in digital
information industry, meaning that 5% of the users, be it users using premium account or users paying to

advertise, can support the rest.

A However, the argument goes, max strategy can only be successful
.'\ only if the offering carriers a price of zero; a phenomenon

'8 e explained by a concept of penny gap. The penny gap is a notion
g based on consumer psychology, arguing that there is a big
8 $.01 difference between a price of zero and a price above that, even if
K the two are different by a single penny (Anderson, 2009). But how
\ can such low change in price affect consumers’ decision? After all,
Price from economic point of view, a single penny does not matter to

Figure 14 - Law of Price and Demand most people. Answer to this paradox is simple: when something

(ProfitWell, 2018) . .
costs something, even as little as penny, people are confronted

with price and are forced to think whether they really want it. By contrast, when something is offered for

free, such decision gets much easier. Relation between price and demand is well illustrated in Figure 14.
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While free has several advantages, it is also important to look at drawbacks associated with zero pricing. To
begin with, a product or service that is offered at the price of zero could be signaling a low quality. In addition,
when people are offered something for free, they tend to grab it but not to use or consume it properly. To
illustrate this, think about a free buffet during a conference. Since it is served for free, people attending the
conference will grab all they can, but most likely leave a lot uneaten in their plates. Such people’s behavior
is explained by the fact that they do not need to pay a single penny for what they are getting. In other words,
no cost implies no commitment for consumers, and this can be detrimental for any company’s success,

especially at the initial stage when entering a new market.

We have chosen to use Chris Anderson concept of free because it helps us explain how Revolut has managed
to acquire so many customers over short time, and gives insights into the startup’s revenue model. In other

words, it allows to understand how Revolut can eventually become profitable despite being free.

In the following subsection we will analyze a phenomenon called network effect. This concept of networks
effect will help us explain the aforementioned commitment issue associated with the new free method,

which is one of the reasons why we have chosen to use it in our paper.

4.5. Network Effects

Economies of scale were driving the old industrial economy, while economies of networks are now driving
the new information economy. The central concept in the digital information industry is positive feedback,
which affects a network’s value. If the feedback is positive, users are more likely to connect to a network. In
similar fashion, the value of a network depends on the number of other people already connected to the
network (Varian, 1999). In this sense, digital networks are no different from physical networks, such as rail
networks. The idea behind network effects is simple — all things equal, it is better to be a part of a bigger

network than a smaller one.

It is important to know the concept of positive feedback to understand the economics of information
technology. According to Varian and Hal, positive feedback makes the strong stronger and the weak weaker
(Varian, 1999). To illustrate this, think about a telecommunications industry. If one provider has many users,
it can benefit from economies of scale, while its users can more widely exploit the free calls within the same
network. Another example can be Facebook. If few of your friends were using Facebook, the value of having
a Facebook account (read posting nice pictures from a beach or commenting about particular basketball
game) would be lower. Speaking of financial services, when a bank has many users, it can benefit from higher

liquidity, which is also beneficial for the bank’s customers, as they can more easily obtain necessary funds.
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As the name suggests, negative feedback has the opposite effect. It makes the strong get weaker, and weak
get stronger. Under such scenario, firms find an equilibrium rather than moving towards the extreme of single
winner. Varian and Hal explain this phenomenon by using an example of oligopolistic industry (Varian, 1999).
According to the authors, when industry leader tries to grow its market share, smaller competitors take
action in response to maintain theirs, usually finding a niche to achieve this. Such smaller competitors’
responses prevent the industry leader from achieving a market dominance. In addition, the argument goes,
at certain size the companies find it difficult to expand due to natural complexity of managing a large
enterprise and costs associated to it (Varian, 1999). While negative feedback may have such effect in
traditional industries, it is less the case in online industries. As pointed out in the section about free pricing,
the marginal costs in online industry are virtually zero, allowing the companies to distribute its offering to as

large a market as possible. Therefore, the negative feedback is of lesser relevance to our case.

According to Varian and Hal, positive feedback can lead to an extreme outcome, where a single player comes
to dominate the market (Varian, 1999). This should not come as surprise, especially thinking about
information economy, where, as previously discussed, marginal costs can drop to as low as zero, enabling
companies to serve as many users as possible. However, for this to happen, the old economies of scale
(supply-side economies of scale) are not enough, as companies hit a natural growth limit when the negative
feedback kicks in. Instead, the network effects (demand side economies of scale) have to be exploited. As
opposed to supply side economies of scale, demand side economies of scale do not scatter when the market

becomes large enough.

Virtuous

I Thus, consumer expectations are vital in network effects.
cycle

Product or service that is expected to become the standard will

become the standard. Based on this conclusion, companies
Vicious
cycle

v/

should bear in mind that network can be extremely important
to a firm’s success, and drifting the focus from network and
how it could be expanded can alone lead to a decreasing
market share. The relationship between popularity and value
Number of Compatible Users . . . . .
of an offering is well illustrated in Figure 15. As the curve

Figure 15 - Vicious Cycle vs. Virtuous Cycle

(varian, 1999) shows, a product or service with many users becomes more
valuable with each additional user added. An increasingly more valuable offering, in turn, attracts even more
users, leading to a virtuous circle. By contrast, the value of an offering starts dropping when users begin
abandoning the network, creating a vicious circle. This vicious circle eventually leads to a significantly

decreased network, whose remaining users are those with particular preference for the product or those
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that face high switching costs. But what happens if a product or service is positioned on the middle of the
curve? Which direction will it take? Here, it is the consumers’ expectations that will impact the fortune of a
product. If the product is expected to become popular, a bandwagon effect will form, and a virtuous circle
will form. Thus, the customers’ expectations will be proved correct. By contrast, if consumers will expect the
product to fail, the product will lack momentum, and the vicious cycle will form. Again, consumers’

expectations will be proved correct (Varian, 1999).

It is important to note that positive feedback does not work that quickly, nor is so predictable, that a single
company instantly becomes a dominant market player, while other companies do not give up easily and
quickly. There is an abundance of examples where two technologies’ rivalry has been in balance and lasted
for years. In addition, the power of demand side economies of scale is not necessarily high enough to make

a losing company depart from the market (Varian, 1999).

All being said, the product or service features should not go to a second plan either. The key take-away from
the points made above is that consumers are choosing not only a product, but also a network (think of Apple
products and an interface between iPhone and Macbook). The larger the network is, the more attractive it

is, phenomenon being coined network externalities.

Network externalities act as barrier to entry for creating new networks, because they make all users of a
network face collective switching costs. As every new network starts from scratch, how can it break a spell

of collective switching costs? How can a new technology succeed in the market?

Varian and Hal propose two approaches how to deal
Evolution

£ '”‘F’T"Ved with suchissue (Varian, 1999). As shown in Figure 16,

o Design or

'*é adapters there are two directions which a new technology can

£ . .

3 take. In the case of revolution strategy of compelling
performance (lower-right corner), a new technology
that is superior compared to existing ones is made.

Revolution However, the technological improvement comes at a
cost — as a revolutionar roduct is usuall
Performance y p y
Figure 16 - Performance vs. Compatibility (SlidePlayer, 2018) incompatible with existing products, consumers face

high switching costs. By contrast, in the case of evolution strategy of compatibility (upper-left corner), the
technology is less ground breaking compared to existing ones but more compatible. The higher the
compatibility is, the lower the switching costs for consumers are. As will be discussed in the following section,

lower switching costs mean that consumers can more easily adopt a new product, while company can more
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quickly build a large enough network. However, as the more compatible product offers fewer new benefits,

it is less desirable than that with revolutionary features.

Ideally, a new technology should improve the product but leave it compatible with already existing ones.
While a mix of the two aforementioned approaches is possible and should be aimed for, a trade-off of certain

extent between technology’s compatibility and performance is inevitable.

Besides trying to find a good balance between performance and compatibility, companies can and should
make little steps to increase product or service adoption ratio and smooth out migration path to build a
network of users at an early stage. In real networks, companies should consider using converters or adapters,
making the transition between the old and new product easier for consumers. Example of such could be
adapter between TVs and HDTVs, allowing consumers to watch high definition TV without actually needing
to purchase a new TV (which in this case would be interpreted as switching cost). In virtual networks,
consumers should be offered a migration path to achieve compatibility with existing products. Relating to

our case, that would be making Revolut card compatible with Google Pay and Apple Pay.

In addition to offering a migration path, companies should strive to create an intuitive design and interface
of their product. This would ease the compatibility and performance trade-off. Lastly, companies should look
at the big picture, and consider not only what product they can offer, but also what consumers may want

from it.

Bearing in mind all these and acting accordingly can make the trade-off between product compatibility and

performance less extreme, and contribute to the success of a company.

The theory of network effects can also help explain how companies, like Revolut, can overcome the issue of

“no cost, no commitment”, and signal a value to their customers despite being free.
The following points summarize the key take-aways about network effects:

e Positive feedback is the dynamic process by which the strong get stronger, and the weak get weaker

e Positive feedback works to the advantage of large networks and against small networks

e Obtaining a critical mass of users is the key challenge — after that, the market will build itself

e Consumer expectations are vital to obtaining a critical mass. Product that is expected to become
standard will become standard

e Firms introducing new products and technologies face a fundamental trade-off between
performance and compatibility. Thus, having a superior technology is not enough — some tools might

have to be employed to ignite positive feedback
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In the next subsection, we will give a full presentation of briefly discussed switching costs, and explain how

user lock-in can be created and used as an advantage.

4.6. Switching Costs

The internet and digitalization in general have brought changes in how customers seek information and buy
products or services. That is particularly evident in the financial sector, where most of the processes can be
executed over the internet. And even though the internet has made the economy much more friction-free,
Carl Shapiro and Hal Varian (1999) in their book “Information Rules” are still arguing that switching costs are
present, leading to imperfect competition. Internet enables people to order items or services and pay for
them without stepping out from their homes. Nevertheless, authors are arguing that the switching costs are
still present, since your purchase over the internet can still be influenced by the purchases done before. As
an example, if a person owning a MacBook computer decides to upgrade to a new computer, regardless of
purchasing platform whether it is a brick and mortar or internet website, the choice of computer will be
influenced by selection made in the past. This is exactly what companies are trying to do — they attempt to
create costs for customers that would be encountered if they decide to switch to competitors. Eventually, it
is expected that switching costs will “lock-in” the customers and affect their decision making (Shapiro &

Varian, 1999).

Switching costs may take various shapes including monetary, previously invested time, skills acquired or
similar. In often cases these costs can be understood as an investment made in the past that is going to be
lost if a decision to switch is made. The types of lock-in and the switching costs can be separated as following

(Shapiro & Varian, 1999):

e Contractual commitments. One of obvious switching costs are associated with breaching the terms
of contract. Contracts can often define quantity, price, the length of the contract and / or other
specification. Nevertheless, in many cases it also includes the possibility for the business to adjust
prices, change the quality of the product or service and other clauses that might benefit it. In case
the customer decides to exit still valid contract with a business, it might be obligated to compensate
for the breach of the agreement (Shapiro & Varian, 1999)

o Durable purchases. Another way to lock-in the customers is through an expensive first-time
acquisition of the equipment followed by buying the complementary products that fit with the
equipment. An example could be Xerox printing devices who are quite expensive themselves, but
they also require specific toner cartridges. This way, customer is locked-in to buy the complementary
products from the same manufacturer, as the costs to switch are equivalent to the cost of the initial

equipment. It is also important to consider the lifetime of the equipment and the possibility of selling
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it. The longer it lasts and the fewer options to sell it exist, the stronger the lock-in effect it has.
Nevertheless, the older the initial equipment gets, the smaller the lock-in effect it generates (Shapiro
& Varian, 1999)

Brand-specific training. Once customers invest time into learning how to use a specific brand
products or services, they invest time in acquiring the knowledge that later turns into a possible
switching cost. For the training to lock-in the customers, it must be brand specific, since the general
training would be transferable when switching to competition. It is also important to mention that
opposed to durable purchases as mentioned above, the lock-in effect with brand-specific training
grows stronger over time. A well fit example is a purchase of specific software that requires certain
skills to use it. Over time customers become comfortable in using it and try to avoid a switch that
would result in a new time-consuming process of learning. Brand-specific training can also promote
single supplier concept that benefits from standardization. This is especially present in airlines
business, where standardized fleets can reduce costs in training and maintenance (Shapiro & Varian,
1999)

Information and databases. Yet a different type of switching cost can arise between information and
the databases where that information is stored. When information is held on one type of system or
hardware and the decision to switch to another platform is made, it can raise issues regarding the
ability to transfer that information. Careful considerations should be made over what would be the
costs to move the information and what information can be lost in transition. In often cases, just like
with brand-specific training, the switching costs are growing over time. It is due to the accumulation
of historical information on the system or hardware, which could be challenging to move. In such
cases one way to avoid lock-in is for the customers to require standardized formats and interfaces to
be used by the suppliers (Shapiro & Varian, 1999)

Specialized suppliers. A choice to buy piece of equipment from a single supplier can guide your
choices in the future, since equipment from the same supplier is often more compatible and delivers
the benefits of a single brand. As a matter of fact, when the time to replace outdated equipment
comes, customers might find themselves in a lock-in situation due to the specialized needs, which
can be met only by that same supplier. The lock-in becomes even stronger if the equipment is highly
specialized and / or after the initial bid granted to one company alternative suppliers fail to stay in
the market (Shapiro & Varian, 1999)

Search costs. This type of switching cost represents the time, effort and money spent in order for the
buyer and new supplier to find each other. It could be argued that in the information economics age

where the internet provides access to much more information, these types of switching costs are
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smaller. On the other hand, it still takes time to search and it involves a certain unknown risk, as for
example when a bank acquires a new customer and issues a loan, it is automatically exposed to
default risk due to uncertain customers credit profile (Shapiro & Varian, 1999)

e Loyalty programs. Loyalty program creates artificial lock-in as an outcome of strategy employed by
the business. By rewarding the customers for buying repeatedly, companies attempt to establish
switching costs. It is a very common practice among airlines. The frequent flier programs, where
customers are collecting points for their flights, create switching costs in a couple of ways. First, if a
customer has a large amount of points that are about to expire and is missing just a small portion to
get a free flight, by switching to other airlines and losing the collected points would create a
perceived loss of a free flight. A second way how the frequent flyer programs lock-in are the loyalty
levels based on the total or annual amount of points collected that in return rewards with additional
services. Switching to another airline would cause losing the benefits such as access to lounge,
speedy boarding and similar. As a matter of fact, loyalty programs are now being used by many
companies in various industries with a concept of “get one free after a purchase of 10” or similar

(Shapiro & Varian, 1999)

The switching costs are effective as long as they are higher than received benefit for changing the supplier.
Nevertheless, customer satisfaction can increase or reduce the switching costs. If customer if highly satisfied
with the current supplier, it would raise the switching costs due to the unknown satisfaction level with
alternative supplier. On the other hand, if customers are dissatisfied with current supplier, the switching

costs would be perceived as smaller (Shapiro & Varian, 1999).

When customers are locked-in, the company can also consider cross-selling option as business acquires an
inside knowledge of customer needs. As presented before, the cross-selling can also complement their
initially offered product or service, thereby creating an additional value for the customer, but at the same
time increasing the switching costs. Another way to exploit the lock-in is to use the data collected about

customer in making differentiated pricing strategies (Shapiro & Varian, 1999).

In traditional theory switching cost goes hand in hand with the establishment of long term advantage.
Nevertheless, in line with Rita Gunther McGrath’s ideas, creating switching costs around the company and
its name could also strongly benefit the business riding the wave of transient advantage. During the
reconfiguration and ramping-up stages of the transient advantage, the switching costs can help to keep the

customers and give a good start for moving into the phase of exploitation.
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4.7. Combined Theoretical Framework

Having separately unpacked our selected theories and approaches, we will now explain how they

complement each other and help us answer our research question.

One of our thesis’ aims is to explain, using the case of
m “ ” Swtiching

British startup company “Revolut”, how and why Costs

disruption of the financial services industry began in

. , Th f
the 21% century. We argue that Clayton Christensen’s Disfﬁr\{-o Network
puive Effects
. . . . . . Innovation
theory of disruptive innovation is very useful in
answering the ‘how’ part of our research question. Combined
) _ Theoretical
The theory analyzes the type of innovation that large Framework
firms engage in and reasons for such innovation,
Lean Approach
allowing to identify available routes for disruption. Startup of Pricing

Method and Free
We argue that the ‘why’ part of the research question

Theory of
Transient
Advantage

can be effectively tackled by the remainder of our

theoretical framework. Approach of Free and

network effects allow us to identify what specific

Figure 17 - Combined Theoretical Framework
reasons made Revolut so successful, whereas the ) ] _ _
(figure is a production of thesis authors)

lean startup method explains what approach to

innovation Revolut deployed and why it has proven so successful. Complementing the lean method, Rita
McGrath’s theory of transient advantage further explains the need for continuous innovation and necessity
of focus on transient, rather long-term competitive, advantages. Lastly, the approach of switching costs
allows to identify potential obstacles that small firms may be facing and how these can be eventually turned

to their benefit (see Figure 17).

Our analysis of the reasons for disruption and success factors of fintech startups in achieving it, which we
illustrate using the example of the British digital challenger bank Revolut, paves way for giving
recommendations to incumbent financial institutions. In the section, which answers the last part of our
research question, we identify what internal changes traditional banks should first make in order to be able
to fully exploit our identified alternatives to successfully respond to the challenges and opportunities arising
as a result of disruption. In providing recommendations, we use the key ideas of the lean startup method and
theory of transient advantage to argue that, once those ideas are accounted for, incumbent financial
institutions will be more likely to fully benefit from our identified possible plans of action, and turn disruption

to their favor.
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5. Overview of Types of Financial Services

In this section, we will give a brief overview of different types of financial services, and discuss how fintech

innovations have changed the provision of them.

5.1. Payments

“Since the introduction of credit cards in the 1950s, debit cards in the 1980s and the rise of e-commerce
through the 1990s, electronic payments have grown in popularity, displacing cash and cheques. In 2012 they
accounted for 68 percent of U.S. transactions in value” (World Economic Forum, 2015, p. 29). Cashless
payments have greatly improved payments sector making it more convenient to pay / transfer money
without carrying cash, reducing cash management costs for individual and business clients, increasing the
traceability and protection. Electronic payments have also made it easier to transfer money globally.

Nevertheless, the weaknesses associated with the traditional payment models have been the following:

e Poor customer experience
o Traditional payments require the customers / sender to manually input a large amount of
information that in turn takes more time and creates room for error
e Slow speed
o Depending on the route, traditional payments have been time consuming. Global transfers /
payments have been particularly lengthy due to complex multistep procedures and many
stakeholders included
e Safety concerns
o KYC (Know Your Customer) identifications used to be performed manually, creating room for
error
e Expensive
o The costs of traditional transfers / payments have been high. As an example, the average
costs of global payments have been estimated to be around 7.68% (World Economic Forum,

2016, p. 47)

Following the markets trends such as dominance of online sales, increased mobile connectedness and
growing role of online platforms has further reduced the need for cash and promoted electronic payments.
Additionally, the advancements in technology over past years have greatly contributed to the area of
payments. Increased mobility has influenced people’s preferences and set new limits. Fintech has brought
fresh solutions that have employed the latest technologies and suggested new ways to pay. Some of those

solutions like Apple Pay are still drawing heavily on the incumbent financial institutions to make the

Page 46 of 137



transaction, but offers enhanced customer experience interface. On the other hand, digital challenger banks,

such as Revolut, offer their own global bank platform with easy payments and transfers.

The innovations in payment sector can grouped into four areas: (i) mobile payments, (ii) streamlined

payments, (iii) integrated billing, and (iv) next generation security (World Economic Forum, 2015).

(i) Mobile payments include a variety of platforms allowing their customers to use a mobile phone as a
primary interface for payments. Innovations range from mobile wallets to mobile-based merchant
payment solutions. Using smartphone applications like Apple Pay, customers can enhance their
payment experience by making it contactless and some would argue safer. On the other hand,
applications like a Danish MobilePay also enables users to transfer money to other users by using
only their phone number as an information input

(ii) Streamlined payments are location-based or machine-to-machine payments. Location-based
payments are based on the geotagging technology, which allows to identify the location of the user
and make payment based on such information. Machine-to-machine payments are systems allowing
to automate payments. If device is authorized to execute payments under certain conditions, once
those conditions are met, it makes automated purchase / payment.

(iii) Integrated billing is an area which includes large number of mobile applications that have been built
in a way that integrates the process of ordering and payment. Widely known example of such
application is Uber, which enables customers to use single mobile interface to order a car and pay
for it with a simple swipe on the phone screen.

(iv) Next generation security has greatly increased the safety of payments by introducing tokenization

standards and applying location-based identification / biometrics.

Main differences between traditional payments and new payment solutions lay in the customer experience.
Firstly, new mobile based payment solutions offer more convenient way to pay, since there is no need to
carry credit cards and / or be in front of a computer to make an online payment / transfer — instead, all
payments can be made with very little information and a few swipes on the smart phone. Secondly, the cost
of transfer is substantially reduced. Thirdly, the payments are much faster and, in some cases, even instant.

Lastly, the safety features employed in the new technologies make payments easier to track and more secure.
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Traditional payment/transfer institutions

Alternative payment/transfer platforms

Description e Traditionally, individuals could e Alternative payment platforms
execute physical payments by using enhance customer experience by
cash or credit card employing new digital solutions,

e Paying online would require using such as using mobile phones or
credit card details or connecting to other smart devices, for payments
an online banking platform and money transfers

e Money transfers can also be done by
connecting to an online banking
interface

Advantages e It has historically been more secure e Fast orinstant

facilitator of money transfer

Lower costs or free
Easy and convenient to use

Extremely cheap or free

Disadvantages

Poor customer experience

Slow speed

Safety concerns relating to manual
information entries, such as filling
KYC forms

Expensive

Safety concerns since personal
information needs to be shared with

third party

Table 3 - Traditional Payment Institutions compared to Alternative Payments Institutions
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5.2. Deposits and Lending

The underlying model under which financial institutions are currently operating has not significantly changed
since the financial crisis and is relatively simple. Retail banks still hold its customers’ savings and pay interest
on their savings in return. Using the saved funds, financial institutions issue loans to borrowers and require
borrowers to pay interest on the loan. Availability of loan and size of interest rate are determined by a
borrower’s risk profile, usually using credit scores. Typically, banks receive higher interest on issued loans

than pay on savings to depositors in order to account for default risks and make profit.

Nevertheless, the 2008-2009 global financial crisis has brought a challenge for traditional lending models.
Regulators have imposed higher capital requirements on banks, which translated into many banks tightening
loan agreements (McWaters, 2015). As a result, a lending gap has emerged, leaving the borrowing market
and its participants’ needs underserved. In addition to increased pressure from regulators, traditional models

and adjudication processes have the following weaknesses:

e Margin for error
o Traditional credit scores leave space for missing suitable lending opportunities
e Slow speed
o Multiple layers of approval limits banks’ ability for processing a loan in due time
e Poor customer experience
o Highly manual adjudication processes and high requirements fall short of increasing
customers’ expectations
e Lowreturn
o Operational inefficiency and reduced risk appetite due to events relating to the global

financial crisis has led to low returns on savings

To fill gaps in the traditional model, new lending platforms have arisen, transforming credit evaluation and
loan origination. One of the alternative platforms leveraging peer to peer (P2P) model has experienced a
rapid growth. These type of platforms use alternative adjudication methods and lean, automated processes
to offer loans to a broader base of customers and a new class of investment opportunities to savers. This
kind of solution provides customers with low-cost, fast, flexible alternatives to retail banking. While business
models of these alternative lenders might be different in certain aspects, most providers directly link

borrowers and lenders.

The key characteristics of alternative lending platforms can be clustered into three groups: (i) peer-to-peer

(P2P), (ii) alternative adjudication and (iii) lean, automated processes.
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(i)

(ii)

(iii)

Under the peer-to-peer (P2P) concept, legal contracts and online platforms match funds
between borrowers and lenders

Alternative adjudication enables for an assessment of creditworthiness of borrowers based on
untraditional metrics, such as social data, rent payments, mobile phone payments, online
payments (e.g. credit scoring platform for Chinese borrowers based on search data from Baidu
website) etc. (Brian Kreiswirth, 2017). This has proven to be especially valuable for “thin-file”
borrowers with insufficient credit bureau history, and small businesses (McWaters R. G., 2017)
Lean, automated processes — as a result of not having to deal with legacy systems, alternative
lending platforms assess and onboard new borrowers and new lenders in a more efficient
manner. Thanks to more automated processes, screening and processing is faster and

transparent

When comparing traditional and alternative lending models, the biggest differences lie with respect to

flexibility and risk allocation. Traditional lending intermediaries or incumbent financial institutions take risks

themselves. However, in order to limit risk, these institutions focus mainly on low risk borrowers and even in

that case charges hefty fees in the form of interest spread. As a result of such strategy, the needs of risk-

prone lenders and high-risk borrowers are underserved by incumbent financial institutions.

Alternative lending platforms, on the other hand, normally provide an online marketplace where money

lenders have the possibility to choose a desired risk portfolio. Under such setup, savers can lend capital to

high-risk borrowers, while the latter members of the market have access to capital even when their risk

profile is relatively bad. In other words, a lending-borrowing equilibrium is reached. Therefore, traditional

lending platforms are able to mitigate risks and generate money by taking a cut of loan originations (principal)

and ongoing loan revenues (interest).

The following table gives an overview of traditional lending intermediaries and alternative lending platforms,

their advantages and limitations.

Traditional lending institutions

Alternative lending platforms

Description

e Traditional financial institutions hold savings
of their clients and provide interest in return

e These funds are used to issue loans to
borrowers based on their credit score, and

earn interest from the borrowers (these

e Alternative lending
platforms directly match
borrowers with lenders

e  Contracts exist directly
between lenders and

borrowers
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Traditional lending institutions

Alternative lending platforms

institutions’ return is the difference between

interest, also known as the spread)

e Revenues are made
through origination fees

and a fraction of interest

payments
Advantages e Deposit guarantee schemes ensure that all e  Transparency of risk
deposits up to EUR 100k are protected all profiles and lending
over the EU (European Commission, 2015) process ensured for both
e Law of large numbers allows to mitigate parties of transaction
individual default risks e Lower transaction costs
e Issue of underserved
market mitigated
Limitations e High-risk borrowers excluded from the e Limited protection of the

market

e Lender can affect the level of risk and return

funds
e Higherindividual default

risk

Table 4 - Traditional Lending Institutions compared to Alternative Lending Institutions
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5.3. Investment Management

Investment management is defined as “professional management of different securities and assets, such as
bonds, shares, real estate, and other securities” (Investopedia (B), 2018). The aim of investment management
is to meet a specific investment objective. To be more specific, investment managers invest money on behalf

of their clients with the goal of achieving the highest possible return on investment.

Wealth management industry is made of variety of players, such as private banks, registered investment
advisors, bank brokers etc. Traditionally, wealth managers have targeted high net worth individuals
(individuals who have a net worth of at least USD 2m) (Klausner, 2013) and ultra-high net worth individuals
(those with USD 30m in assets or more) (Hodgson, 2017). In recent decades, the focus has expanded to
include mass affluent customers, defined as households with a net worth between USD 100.000 to USD 1m
and annual income of at least USD 75.000 (Spectrem Group, 2018). According to Spectrem Group data, the
number of mass affluent households in the US has been steadily rising since the beginning of financial crisis,

as illustrated in the graph below.

Millions of mass affluent householdsin the US

35
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25 /
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Year

Graph 1 - Change in Number of Mass Affluent Households in the US over time (figure is a production of thesis authors)

The key offerings of wealth managers can be clustered into 3 main groups:

1) Advisory —investment allocation, securities analysis, and active money management
2) Brokerage — access to rare assets and products, brokerage account management, as well as

distribution of wealth products (annuities, insurance products, mutual funds)

Page 52 of 137



3) Value-add services (pension and wealth transfer planning, estate tax and other tax strategies)

As other financial services areas, wealth management industry has been affected by financial innovations. It
all began with the loss of customer trust following the events of financial crisis. This, coupled with (i)
increasing customer expectations of efficiency, lower costs and personalization, (ii) limited access to services
for mass and mass affluent market, and (iii) legacy structures, have created opportunity for new market
players. In the sight of this opportunity, a number of innovators, ranging from social trading platforms to
automated wealth management, have taken action, providing less costly and more sophisticated alternatives
to traditional wealth managers (McWaters R. J.,, 2015). These innovative solutions for investment
management can serve a broader customer base and allow customers to have higher level of control over

where their funds are invested and provide better information of investment performance.

The following table summarizes the main innovations within wealth management:

Type of innovation Key benefits

Automated management | e High-value consulting services on money management and portfolio

and advice allocation at low cost based on automated analysis

e Automated management of tailored investment portfolio according to
personal needs

e User-friendly overview and analysis of multiple accounts

Social trading e Ability to create strategies and portfolios, and share them with other
investors

e Ability to contribute to and gain from market insights from others

Algorithmic trading e Ability to build, test and implement trading algorithms with little
technical knowledge and limited infrastructure
e Access to platform for sophisticated investors to share or exchange

their own algorithms with other investors

Table 5 - Overview of Key Benefits of Innovations within Investment Management

As a result of aforementioned innovations within investment management industry, customers can now
enjoy several benefits. Firstly, automatization has lowered entry barriers for clients by decreasing minimum
investment threshold and management fees, thereby permitting clients with lower net worth to receive
financial advice (accessibility and lower cost). Secondly, customers have been empowered as they now have
instant access to analysis of their financial position and tools which enable them to easily create and execute
new strategies (convenience, transparency and control). Lastly, customers can enjoy a higher degree of

customization of services delivered to them.
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5.4. Insurance

Investopedia defines insurance as "a contract, represented by a policy, in which an individual or entity
receives financial protection or reimbursement against losses from an insurance company” (Investopedia (A),
2018). A term of law of large numbers is particularly relevant in the insurance industry, as companies pool
their clients’ risks to make payments more affordable for the insured. By employing this strategy, insurance
companies also minimize the risk for themselves, as the probability of having many clients (as a percentage

of total client number) that need to be reimbursed is lower the higher the client base is.

Insurance is by many considered as a financial services area that has been affected by fintech the least.
Nevertheless, over the past decade, insurers have adopted a great number of innovative solutions to better
serve their clients’ needs. In fact, the insurance industry has been affected by financial technologies virtually

across its whole value chain.

Figure 18 below visualizes insurance value chain, while table below it gives an overview of how each of the

value chain parts has been affected by innovations.

Risk Capital &
Investment
Management

R&D / Product
Manufacturing

Distribution Underwriting

Figure 18 - Insurance Value Chain (figure is a production of thesis authors)

Insurance Innovative Solutions Example

Value Chain

R&D / Product | Insurance firms are launching innovation | Cooperation between insurance labs and
Manufacturing | labs to combine technological resources product managers
with brand / product managers

(McWaters R. J., 2015)

Distribution Digital channels, especially in personal Customers can now compare prices and
lines, are employed, putting significant purchase insurance products online by
pressure on traditional brokers / in- using online aggregators, which may
person agents displace traditional distribution channels.
White labelling solutions used for The latter event’s likelihood is increasing

distribution partnerships with banks and | with consumers’ shifting preferences

retailers
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Insurance

Value Chain

Innovative Solutions

Example

Underwriting

Advanced statistical models used to
understand correlation between risk and
measurable factors

Pricing risks with collected data
(underwriting) have been minimized by
employing automatization which
contributed to improving speed and

accuracy (McWaters R. J., 2015)

Emergence of sharing economy is changing
the rules of the game. Pay-as-you-go
rentals, shared vehicles and houses are
challenging traditional insurance models
developed based on one-to-one ownership
structure

Self-driving cars are emerging which may
considerably reduce the risks associated
with driving and shift the insurance
principal from people driving cars to
companies manufacturing cars (McWaters
R.J., 2015). However, recent events
leading to fatal accidents caused by self-
driving cars produced by innovative
companies such as Tesla (Independent,
2018) and Uber (Kopyoff, 2018) show that
certain innovations may take longer to

come to reality (if ever) than initially

predicted

Claims Customer-centric high-touch services User friendly mobile-based solutions to

deployed to provide differentiated claims | make a claim

experience

Manually performed, time-consuming

processes are being replaced by digital

channels to empower both sides — the

insurers and the insured (customers)
Risk Capital & | The last part of insurance chain value has | Insurance linked to financial products such
Investment been affected not by a particular as catastrophe bonds are presenting new
Management | innovation, but more by a particular pools of capital providing fully

group of players. Hedge funds and

alternative sources of capital are moving

collateralized coverage for insurance
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Insurance Innovative Solutions Example

Value Chain

closer by setting up reinsurers and companies, outside of traditional pools
providing additional funding options for (McWaters R. J., 2015)

insurers

Table 6 - Overview of Innovations within Insurance Value Chain

Looking at insurance industry as a whole, we can see challenges coming from fintech startups as well as older
industry players. Our case company Revolut has recently launched a new offering for its clients — pay-per-
day travel insurance. The startup’s clients can enable this service via an app, and pay for travel insurance as
little as 1 GBP per day. Based on the geolocation, Revolut charges its clients for days actually spent abroad
(Revolut (J), 2018). Therefore, the clients have access to cheap and hassle-free travel insurance that can be
obtained within a matter of seconds. It is noteworthy that the British startup also offers different kinds of
insurance, such as device insurance. These as well as other offerings of Revolut will be presented and

discussed in more depth in the following sections.

A similar offering to that of Revolut pay-per-day travel insurance is offered by the Swedish
telecommunications giant Telia. The company is now offering a worldwide travel insurance of up to 30 days
for a single trip for its clients and their family members. The numbers of trips per year is not limited. The

insurance plan can be enabled via Telia travel app or by sending an SMS (Telia, 2018).
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5.5. Capital Raising

Lending that was presented above is just one of the means how businesses can cover their financial needs.
When it comes to larger financial needs, businesses are often facing a choice between issuing shares and
underwriting a corporate bond. Traditionally, in both cases capital raising is facilitated by financial institutions
such as an investment bank. The primary role of intermediary is to connect the funds of investors with
businesses needed capital injection, and execute the transaction at a certain fee. Investors benefit from the
expertise of financial institutions in identifying profitable opportunities, while businesses get access to capital

(World Economic Forum, 2015).

A seemingly perfectly functioning system of capital raising in fact has the following disadvantages (World

Economic Forum, 2015):

e Limited access
o Various limitations on accessing the capital may exist due to size of business or a weak
relationship with investment community
e Untimely supply of capital
o Delays in funding may appear due to time consuming structuring and fulfilment mechanism
in matching the funds with investment opportunities
e Standardized measurement
o Investment decisions based purely on risk and returns ratio may overlook otherwise
attractive options. Startups with breakthrough innovations, but lower returns or higher
uncertainty may be left behind the high net worth and minimal risk projects
e Loss of control
o Key decisions may shift from business to investors
e Potential for inadequate funding
o Inability of a middleman to collect and allocate required funds to a business may result in
insufficient capital raised. In such cases, a company in need for capital might receive lower

funding than required and therefore struggle to live up to its full potential

In recent years, new trends of internet-based solutions and increased connectivity have materialized.
Together with a shift in consumer behavior and new policies promoting entrepreneurships they have sharply
grown the number of new startups. Additionally, following new regulations startups can now increase their
number of investors without having to do an Initial Public Offering (IPO). As a consequence of such increase
in a number of business searching for the investments, it has become more challenging for the traditional

financial intermediaries to do a proper evaluation of all the opportunities available.
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An alternative fintech solution to the above-mentioned challenges is crowdfunding. The traditional financial
intermediary is being replaced by an alternative funding platform, which creates an opportunity for the
businesses and individual investors to connect directly. Under such setup, every investment opportunity can
be evaluated by each investor individually allowing to base their decision not only on the profitability, but
other criteria too. The role of these alternative funding platforms is not to promote or decide on the
investments, but rather present them in a unified view and aid the process of legal structuring. The screening
process is also facilitated by the crowd, since for the investment to happen a minimum target has to be
collected. As every investor has access to see the progress and current state of the funding, they can make

conclusion on what other investors preferences are (World Economic Forum, 2015).

Alternative funding platforms provide solutions that overcome problems associated with traditional financial
intermediaries. First of all, these platforms address the issue of limited access that businesses have to the
funds, and establish a direct connection between the parties as explained above. Secondly, it makes capital
raising process faster. Also, as was discussed, in the alternative crowdfunding platforms funding allocation is
not based only on standardized profitability measurements — every investor may therefore choose different
criteria. Furthermore, by receiving the funds from a large number of investors the business is less threatened
to lose a control over the key decisions than it would be in case of traditional funding coming from a large

investment fund. The following table compares traditional financial intermediaries with alternative funding

platforms.
Traditional financial intermediaries Alternative funding platforms
Description | Financial institution collects money form Alternative platforms only provide a
investors and directs it to selected marketplace to connect ideas with potential
companies that meet certain evaluation investors. Investment decisions are done
criteria individually with no professional investment
advice and only based on a crowd'’s
evaluation (hence name crowdfunding)
Advantages e Financial institutions have e Direct connection between investors
accumulated expertise in investing and opportunities to invest (direct
e Financial institutions can effectively control)
bargain their collective interest, due e Higher returns in case of successful
to aggregated investments investment

e More companies get chances to

raise capital
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Traditional financial intermediaries

Alternative funding platforms

Limitations )

Limited access for some companies
Untimely supply of capital
Standardized measurement

Loss of control for companies

Potential for inadequate funding

e The mass choice might be
misleading for individual investors

e Liquidity of investments is lower

Table 7 - Traditional Financial Intermediaries compared to Alternative Funding Platforms
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6. Past to Present

6.1. Investments in Fintech

Financial technologies or fintech in short as definition suggests are the technologies used in financial services.
Financial institutions have originally been the main users of such technologies, but more recently substantial
number of startups powered with financial technologies have come into the industry. Innovative
technologies employed by these incomers have created waves of disruptions in the environment of
traditional financial institutions. Over the last 10 years fintech startups have greatly impacted all the above-

described areas of financial services (Marr, 2017).

Digitalization has provided new opportunities for the financial startups to innovate financial industry through
mobile payment applications, equity crowdfunding, alternative lending platforms, etc. In some cases, these
fintech entrants have not only improved and complemented the processes of the incumbent financial
institutions, but rather fully replaced the service such as payments provided by the regular banks.
Additionally, users are keen to try new services and are more willing to fully switch if the new experience is
better. However, traditional banks have struggled to exploit these opportunities due to their preference for

sustaining innovation (Desai, 2015).

Accenture estimates that Global Fintech financing activity Legend
(2010 - 2017) Global deal volume ‘Mrhn‘\ = V-'..iy'!'nhl‘.
Other M s | Wealth Mgmt & AM

from 2010 until the end Of B Back office operations C.rv::n: .,‘n‘:m."-'x W Lending

2017 almost USD 100 billion e~ v
50,000 - r 3000

have been invested

worldwide in fintech. In <%

2017 alone, the investment 40

peaked at USD 27.4 billion

and was 18% higher than a

10.000

year before. Additionally,

the number of deals jumped 0

2010 2011 2 2013 2014 2015 2016 2017

from 1.805 in 2016 to 2.694 Figure 19 - Global Fintech Financing Activity (Accenture (B), 2018)

in 2017 (Accenture (B), 2018). As illustrated in Figure 19, startups have been present in all of the areas of
financial services, but lending and payment type of innovations have received the biggest funding. Out of the
two, the highest number of startups emerged within payment sector (despite more or less equal investment
in the two sectors in absolute dollar terms), since on average the needed funds for payment startups were

lower than those for lending startups (Deloitte, 2017).
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According to McKinsey & Company study carried out in 2016, fintech companies were present in every sector
of financial services with a clear stand out in payments. More than 60% of the leading fintech companies
have targeted retail banking area, while they had less focus on commercial segment and large corporations
accounting to 28% and 11% accordingly. Payments sector has attracted the highest number of fintech
companies across all customer segments, but retail payments area has been the most popular with 1 out of

every 4 fintech disruptors falling into it (Dietz, Khanna, Olanrewaj, & Rajgopal, 2016).

In the meantime, incumbent financial institutions have been under big scrutiny after the financial crisis of
2007-2008. They have been enforced to make major changes in their back offices to comply with new
regulations aimed to reduce the likelihood of such crisis repeating itself (Committee on the Global Financial
System, 2018). As a matter of fact, incumbent financial institutions have been so concentrated on their
structural changes that for far too long they took their customers for granted and did not improve customer
experience despite technological advancements within the industry (Webster & Pizzala, 2015). It could be
argued that banks have fallen asleep on their assumed sustainable competitive advantage and overlooked
the competition coming into play (Dietz, Khanna, Olanrewaj, & Rajgopal, 2016). Additionally, banks have
been offering a broad range of services, some of which bring higher profit than others. Payments represent
5-7.5% share of global revenue for the banks and are of relatively low profitability, which helps to explain the
lack of incentives to work on customer satisfaction when it comes making payments. On the other hand,
payments have always been part of the daily less profitable services that allowed banks to gain access to the
customers and potentially benefit from cross-selling other services that have higher profitability, such as
lending and financial assets management (Dietz, Khanna, Olanrewaj, & Rajgopal, 2016) (Dietz, Harle, &

Khanna, 2016).

The trend has been changing and banks seem to have started realizing the impact that fintech may have on
the financial industry (Webster & Pizzala, 2015) (Jones H. , 2017). It has been estimated that in the coming 3
to 5 years incumbent financial institutions might lose around 24% of revenues to fintech startups (lrrera,
2017). In PricewaterhouseCoopers survey of 1308 executives from financial industry, 88% have expressed a
fear to lose part of their business to standalone fintech companies, especially in the areas of payments, fund
transfers and personal finance (PwC, 2017) (lrrera, 2017). As a matter of fact, the survey identified that
fintech startups specializing in payments and money transfer are attracting most of the early adopters.
Executives interviewed have also expected 84% of their customers to already be conducting payment

activities with fintech companies (PwC, 2017).

The theory of disruptive innovation by Clayton Christensen (1997) explains well why retail sector with

particular focus on payment services has been targeted by so many fintech startups. As banks have been
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concentrating on higher profitability customers across the financial sectors, most of payments service users
that are less demanding have been overlooked. Just like theory suggests, this setup has attracted many new
entrants that eventually become disruptors targeting those overlooked customers with more convenient and
cheaper solutions (Christensen, 1997) (Christensen, Raynor, & McDonald, 2015) (Dietz, Héarle, & Khanna,
2016).

Banking industry has experienced great changes over the years, with the most recent uncertainties presented
by digitalization and disruptive startups (Gera, 2015) (Saleh, et al., 2017). Rita Gunther McGrath (2013)
suggests that all these changes signal a need for major shift in banks’ strategies. Her theory challenges the
traditional sustainable competitive advantage and suggests that the industry is moving towards the transient
advantage. In addition to the theory, the scholar also suggests a list of key indicators that capture this shift.
One of the signs is when the competition comes from unexpected places, which is very true in banking case
considering that competition has come from new startups and companies originating in other industries, like
Apple Pay (Chowdhry, 2017). 85% of bank executives acknowledge that industry boundaries are not present
anymore and that the impact is felt from new paradigms in other industries (Westland, Chakraborty, Viale,
& Lillis, 2016). Another signal is that customers are choosing “good enough” solutions that are cheaper and
simpler in comparison with the original offer. Fintech companies are suggesting more convenient and
cheaper or even free services that lead to quick customer acquisition (Ernst & Young, 2017). Yet the third
sign shows that the offers of incumbent companies are no longer exciting for the customers. Already in 2016,
4 out of 10 customers considered themselves to be less dependent on their banks and were excited to see
what alternative companies can offer, implying that the relevance and excitement around banks is declining

(Ernst & Young, 2016) (McGrath (B), 2013).

All the arguments discussed above are in line with Clayton Christensen (1997) and Rita Gunther McGrath
(2013) theories of disruptive innovation and transient advantage, respectively. For our thesis, it is important
that empirical evidence supports the arguments of our selected theories, as this justifies the use of proposed

theoretical framework. Our theoretical framework will be used extensively in the coming parts of the thesis.

Before moving on to conducting the analysis of Revolut case and answering the first part of the research
question, we will first give an overview of digital challenger banks and explain why we have selected the

British startup as our case company.
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6.2. Overview of Main Digital Challenger Banks

As discussed above, the impact of fintech startups in the financial services industry has witnessed a growing trend. One group of fintech startups whose
effectis particularly evident is digital challenger banks. As the name implies, digital challenger bank is an online bank with no physical branches providing
certain financial services with the goal of eventually replacing traditional banks. Having performed extensive research, we have identified five most

successful digital challenger banks by far:

e Starling Bank
e Monzo

e Atom Bank

e N26

e Revolut

All these digital banks were founded in the EU in the period from 2013 to 2015. Despite their current operations being limited to European countries,
several of the banks have global ambitions and plan to expand in the near future. 4 out of 5 challenger banks hold a full banking license, while the 5"
bank (Revolut) has applied for it, expecting to obtain the license by the end of 2018. The success of these banks can be explained by several factors.
First, their services are free (at least for customers holding a basic account). Second, several of their product features as a minimum are superior or
more user-friendly than those of traditional banks. We will discuss the success factors of these digital challenger banks in more depth in the subsequent

section.

The following table presents an overview of 5 digital challenger banks, highlighting key differences based on 12 variables / criteria:
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Criterion / Bank | Starling Bank® Monzo? Atom Bank? N26* Revolut®

name (all data

collected by 13

May 2018)

Year founded 2014 2015 2014 2013 2015

Country United Kingdom United Kingdom United Kingdom Germany United Kingdom

founded

Countries England, Wales and United Kingdom United Kingdom 17 European countries® | EU/EEA countries

served Ireland

Countries for 10 European United States and Germany United States and United States, Canada,

expansion countries by 2020 Ireland United Kingdom in 2018 | Singapore, Hong Kong,
Australia and New
Zealand in 2018

Holds a banking | Yes Yes Yes Yes No

license?

1 Sources for Starling Bank: (Shapland, 2018), (Peyton, 2018), (App Store: Starling Bank, 2018), (Google Play: Starling Bank, 2018), (Connington, 2018), (Rumney (A), 2017), (Carey,
2017), (Proactive Investors, 2018)

2 Sources for Monzo: (Musaddique, 2018), (Monzo (A), 2018), (Monzo (B), 2018), (Connington, 2018), (Rumney (B), 2017), (Heathman, 2018), (Taylor, 2018), (App Store: Monzo Bank,
2018), (Google Play: Monzo Bank, 2018)

3 Sources for Atom Bank: (Atom Bank (A), 2018), (Heathman, 2018), (Atom Bank (B), 2018), (Connington, 2018), (Lunden (A), 2017), (Lunden (B), 2017), (App Store: Atom Bank, 2018),
(Google Play: Atom Bank, 2018)

4 Sources for N26: (N26 (A), 2018), (Buck, 2018), (N26 (B), 2018), (Ohr, 2018), (Sassard, 2017), (App Store: N26 - The Mobile Bank, 2018), (Google Play: N26 - The Mobile Bank, 2018)

5 Sources for Revolut: (Morgunov, 2017), (Browne, 2018), (Williams-Grut, 2018), (Kennedy (A), 2018), (App Store: Revolut, 2018), (Google Play: Revolut, 2018)

6 Belgium, Estonia, Finland, Greece, Ireland, Latvia, Lithuania, Luxembourg, Netherlands, Portugal, Slovakia, Slovenia, Italy, Austria, Germany, France and Spain
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Criterion / Bank | Starling Bank® Monzo? Atom Bank? N26* Revolut®

name (all data

collected by 13

May 2018)

e Application submitted

in November 2017,
license expected to be
obtained by the end
of 2018

No. of Over 100k Around 658k Around 17k Over 850k, with the goal | Over 1.8m with the goal

customers of 5m by 2020 of 100m in five years

Product e |Intereston e GBP current account | e Fixed rate savings e EUR current account | ¢ GBP current account

features current account e Fee-free instant account e Interest of up to e Euro IBAN account

e Multiple currency
current account

e Overdraft

e Free transfers to
other bank

accounts

transfers to other
bank accounts and
between Monzo
users

e Instant notifications

e Spending report

e Retail mortgages

e Business banking
secured loans for
small and medium-

sized businesses

1,48% on current
account
e Free transfers to
other bank accounts
e |Instant fee-free
transfers between

N26 users

Multicurrency account
Interbank FX rates
Free bank transfers in
25 currencies

Fee-free instant
transfers between

Revolut users
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Criterion / Bank
name (all data
collected by 13
May 2018)

Starling Bank!

Monzo?

Atom Bank?

N26*

Revolut®

e Instant fee-free
money transfers
between Starling
Bank users

e Bill splitting

e Real-time

notifications

e Spending
summary

e Free ATM
withdrawals

e Saving goals
e 24/7 customer

support

e Free withdrawals of
up to GBP 200 a
month (3% fee
thereafter)

e Bill splitting

e No bank fees for
spending in foreign
currency

e MasterCard
exchange rates
offered (slightly
worse than the
interbank rates)

e Overdraft

e 24/7 customer

support

e No current account
available at least
until 2019

e No foreign
exchange services

e 24/7 support

e Free withdrawal in
local currency, 1.7%
fee on withdrawal in
foreign currency
(withdrawal for
premium account in
foreign currency is
free)

e Overdraft of up to
EUR 1.000 with 8,9%
interest rate

e Personal credit

e |nsurance

e Investment platform

e |nstant notifications

e £200/€200 free ATM
withdrawals per
month

e Spending analytics

e Instant notifications

e Bill splitting

e Mobile phone and
travel insurance

e Spare virtual cards

e Price alerts

e Cryptocurrency
trading

e \Various security
features, such as
location-based

security
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Criterion / Bank
name (all data

collected by 13

Starling Bank!

Monzo?

Atom Bank?

N26*

Revolut®

May 2018)
e 24/7 customer
support
Pricing e Free current e Free current account | Free savings account e Free standard e Free standard current

account for

private users
e Free current

account for

businesses

for private users
e No current account
for businesses

offered yet

current account for
private users’

e Paid premium
current account for
private users

e Paid current account

for businesses

account for private
users

e Paid premium current
account for private
users

e Paid current account

for businesses

Profitable?

e Unprofitable
e Expects to break
even by the end

of 2019

e Unprofitable (pre-
tax loss of GBP 7,9m
in the financial year

2017)

e Unprofitable (pre-
tax loss of GBP
42m in the
financial year

2017)

e Unprofitable
e Expects to break
even by the end of

2018

e Unprofitable on a
yearly basis
e Broke evenona

monthly basis for the

7 In several countries, such as France, customers older than 26 years old need to spend certain minimum amount per month in order to have a free account
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Criterion / Bank
name (all data
collected by 13
May 2018)

Starling Bank!

Monzo?

Atom Bank?

N26*

Revolut®

e Every customer
brings a loss of GBP
50

first time in December

2017

Market value

e Undisclosed
e GBP70min

funding raised by

e Market value of GBP
280m ($336m) as of
November 2017

Market value of
GBP 428m ($593m)
as of March 2018

Undisclosed
A total of GBP 258m
($215m) raised by

Market value of GBP
1,42bn ($1,7bn) as of
April 2018

March 2017 e Atotal of GBP 106m A total of almost May 2018 Fintech unicorn
in funding raised by GBP 400m in
May 2018 funding raised by
May 2018

No. of Around 170 300+ Around 300 380+ Around 350
employees
Rating in App 4,7/5 (1,8k ratings) 4,6/5 (1,3k ratings) 2,7/5 (187 ratings) 4,8/5 (42 ratings) 4,8/5 (1,9k ratings)
store (Appendix 1) (Appendix 3) (Appendix 5) (Appendix 7) (Appendix 9)
Rating in 4,2/5 (986 ratings) 4,2/5 (2.642 ratings) 2,8/5 (524 ratings) 4,4/5 (17.271 ratings) 4,8/5 (69.851 ratings)
Google Play (Appendix 2) (Appendix 4) (Appendix 6) (Appendix 8) (Appendix 10)

Table 8 - Overview of Digital Challenger Banks
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Based on the information indicated in the table above, we argue that Revolut has been the most successful digital challenger bank by far and is well

positioned to maintain its position going forward due to several reasons:

e Fastest customer growth

e Most customers acquired

e Highest customer satisfaction (assumption made based on the ratings in App Store and Google Play)

e Most countries served

e Most ambitious, which is well reflected in both the company’s actions (expansion into new markets, such as North America and Asia, in 2018)
and plans (a target of 100m customers in five years)

e Most trusted by the investing community (investors’ faith in Revolut is well reflected in its current valuation of USD 1,7bn, making the startup
a fintech unicorn)

e First to break even on a monthly basis

e First and the only one to date to offer several distinctive features, such as interbank rates and cryptocurrency trading, that have had a huge

appeal among customers

Therefore, we will use Revolut as a case company in the context of disruptive innovation within financial services industry. We will first explain how
Revolut began disrupting the financial services industry. Afterwards, we will identify the key factors that led Revolut to such success. To assist and
support our analysis, we will utilize our theoretical framework, consisting of Clayton Christensen’s Theory of Disruptive Innovation, The Lean Startup

Method, Rita McGrath’s Theory of Transient Advantage, Approach of Pricing and Free, as well as Network Effects and Switching Costs.

Page 69 of 137



6.3. Finance 2.0 —the Case of British Fintech Startup Revolut

Revolut, a British fintech startup, was founded in 2015 by two Russians - Nikolay Storonsky, former
equity derivatives trader at Credit Suisse and infamous Lehman Brothers, and Vlad Yatsenko, former
developer at Credit Suisse and Deutsche Bank. Both founders got to know each other while working
for Credit Suisse, eventually deciding to take a different direction in their careers — founding a startup

that in April 2018 become the first digital bank unicorn in the UK (Rumney, 2018).

As Nikolay said in his interview to Forbes in the end of 2015, unfair currency exchange rates and high
fees charged by traditional banks led him to thinking about offering an alternative to customers

(Salter, 2015):

“I thought of the business three years ago. | was travelling a lot and wasting hundreds
of pounds on foreign transaction fees and exchange rate commissions which just
didn’t feel right. As someone with a financial background | knew exactly the rates |
should be getting. As a solution, | tried to find a multi-currency card and was later told

it wasn’t possible. But | was determined to make it work.”
Revolut was founded as a digital banking solution, offering:

=  Debit card to perform transactions around the world and online

= Currency exchange at interbank rates, i.e. rates at which banks are exchanging currencies
among themselves (no spread)

= |nstant, fee-free money transfers among Revolut users and fee-free traditional bank transfers

to non-Revolut accounts

The process of opening a virtual account was made fast and simple. Users would only need to
download Revolut app to their smartphones and indicate basic personal details, such as their full
name, date of birth, residential address. Within a few minutes, the account would be open and
operational. Most importantly, downloading the app, opening an account, ordering a debit card, and

having the card delivered to your doorstep was all free of charge.

Initially, Revolut users could have their account denominated in three currencies — USD, EUR, GBP
(Dillet, 2015). Customers could instantly swap their money between these three currencies at the
interbank rates and no fee. It is important to note that spending was not limited to these three
currencies and possible in over 120 currencies. When a purchase in other currency, e.g. CHF, was
performed, Revolut would exchange buyer’s money at the best possible (read interbank) rate into CHF
and finalize the transaction. To put this into perspective, imagine a Dane is planning a holiday trip to

the US and has allocated DKK 10.000 to his budget. As at 30 April 2018, the DKKUSD exchange rate
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offered by Nordea, a major Scandinavian bank, was 0,1582 (Appendix 11). The interbank rate,
however, was 0,1621 (Appendix 12). As the Graph 2 shows, with the budget of DKK 10.000 the
customer could buy USD 1.621 via Revolut vs. USD 1.583 via Nordea. Thus, using Revolut could save

the customer USD 38 in currency exchange in this case.

Conversion of DKK 10.000 into USD
Revolut gets you USD 38 extra

1.630
1.620
1.610
1.600
1.590
1.580

1.570

1.560
Revolut Nordea

Graph 2 - Conversion of DKK to USD using Revolut vs. Nordea

In an interview to Sky News, Nikolay Storonsky was not modest and said that Revolut has been doing

everything completely opposite to traditional banks (King, 2018):

“We build world-class tech that puts people back in control of their finances, we speak
to our customers like humans and we're never afraid to challenge old thinking in order

to innovate.”

Revolut’s head of brand, Chad West, shared a similar opinion and responded with the following when
asked if traditional banks are adapting their customer offerings to combat your [Revolut] entry in the

market (Red Herring, 2017):

“The big banks are doing their best <...> to catch-up, but there is far too much red tape
and bureaucracy for them to cause us any problems. If we want to implement a new
feature or service to the app, we can have this done and dusted in a week. For the big
banks, they’ll be looking at a 6-12-month period of consultation and internal bickering!
The other advantage we have is that we run every product decision by our community.
We listen and learn from them and focus on the areas of banking that matter most to

them. Again, ensuring that our customer experience is always central.”

Page 71 of 137



The aforementioned thoughts are well reflected in Revolut’s corporate culture (Revolut (D), 2018):

“We are like special forces. We operate in small teams. We identify opportunities. We
plan. We execute. We deliver. Fast. Precise. Inevitable. No corporate bullshit. No

politics. No red tape. We get things done. We are on a mission. We change the world.”
The following are identified as the startup’s core values (Revolut (D), 2018):

e NEVER SETTLE
o Build things. Achieve great results. Learn from failures. Grow fast. Be proud. Never
stop
e STRONGER TOGETHER
o Believe in power of people. Cross-check your opinions. Create something big together
e BRING THE A-GAME

o Understand reality. Use logic. Dig to root cause. Design solution. Execute. Repeat

It is from the corporate culture, core values and management lead that great things come to life. And
Revolut seems to have it all. One of the areas that the startup has an advantage compared to
traditional banks is card delivery. If you are a client of a traditional bank and lose or have your card
stolen, you will realize how frustrating interaction with the bank can be. First, you will need to make
a call to your bank. If you are lucky and do not need to wait in line for an operator to answer your call,
you will spend at least several minutes proving your identity to have your card blocked, in the
meantime hoping that no one is stealing money from your account. After convincing the bank to block
your card, you will be told that your new card will arrive within several business days. While this
sounds reasonable, given that you are on an exotic island, you will however be told that the new card
can only be posted to your home address, which is thousands of kilometers away from where you are

now and where you need to pay for accommodation, food, and other necessities.

If you are a Revolut customer, on the other hand, you will have a completely different experience in
the light of such unfortunate event. All you will need to do is open Revolut app, make a few taps and
your card will be blocked within a matter of seconds. Besides, you will not even need to contact
customer service to order a new card. This can also be done within the app. Most importantly, Revolut
will have your new card delivered within three business days to any part of the world (Revolut (N),

2016).

That being said, it is important to point out that overall Revolut was not superior to traditional banks

after its foundation. Although it has gone a long way since then, it arguably still is not. On top of that,
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the British fintech startup does not hold a banking license, though it has submitted the application for

itin late 2017 (Jones, 2017). We will discuss all of this in greater depth in the following section.

Turning to the business model, Revolut’s is pretty simple. The startup started out by offering a free
product. Although, as we will discuss later, several fees were levied on some of its services, the startup
is still offering a basic version which costs its users nothing. In addition to basic version, Revolut has

over time introduced premium and business versions of its product (Revolut (1), 2018).

Having briefly introduced Revolut, we will now apply Clayton Christensen’s theory of disruptive
innovation discussed in the theoretical framework section to analyze how Revolut began shaking the

banking industry.
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6.3.1. Revolut and Disruption: Why and How?

6.3.1.1. The Theory of Disruptive Innovation
As discussed in the theoretical framework section, there are two types of innovation — sustaining

innovation and disruptive innovation. Sustaining innovation targets high-end customers that have
great demands with a product or service that is better than was previously. Usually, these sorts of
innovations are incremental improvements upon existing products or services. In contrast to
widespread thinking, sustaining innovations can also be “breakthrough, leapfrog-beyond-the-
competition products” or services (Raynor, 2003, p. 31). It is interesting to note though that sustaining
innovation is not limited to product or service, but can happen within an organization, in the form of
process innovation. Sustaining innovation strategy implies an improvement of a product or service
that can be sold for higher profit margins, and this is where incumbent companies have the necessary
incentives and enough resources to take on the sustaining innovation battles. Besides, such type of
innovation does not have a prerequisite of shaking up organizational culture and is therefore relatively
easily achieved by established companies as sustaining technological innovation can be said to be

similar to the expansion of “business as usual”.

Disruptive innovation, on the other hand, is new concepts or ways of delivering value to consumers.
This, however, does not necessarily mean that a better product or service is brought to existing
customers in existing markets (Raynor, 2003). In fact, products and services that are not as good as
existing ones are introduced, subsequently disrupting and redefining the trajectory of existing
markets. While possibly less sophisticated, disruptive technologies have their own advantages, such
as convenience and / or low price. These benefits find their appeal in other consumer segments, for
instance among new or less-demanding consumers. Entrants that eventually become disruptors
therefore enter market by targeting those overlooked customer segments, introducing more

convenient functionalities, usually at a cheaper price.

If we look at Revolut in mid of 2015, we will see that the startup’s market entry was via the low end
of the market. As briefly described in the previous section, the company’s value proposition was
simple. They were offering an online account and a debit card. Such product obviously could not find
its appeal between the high demanding customers. First, such customer segment is used to having a
credit card and benefits attached to it, such as health and travel insurance. Second, they want a
reliable banking services provider whose card is accepted in any place around the globe. Third, they
do not want to risk being in a situation when they cannot perform physical purchase or make online
payment due to service maintenance of banking services provider. Fourth, they want to have a
(current) account with an IBAN number to which their employer can pay salary, for instance. Fifth,

they want to have a contactless card and make payments in the most convenient way for them, such
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as with Apple Pay or Google Pay. Sixth, they want to enjoy the convenience of direct debit or recurring
payment features, rather than enter such payments manually themselves at a certain frequency.
Seventh, they want to have the possibility of calling customer service at any time in any time zone (i.e.

24/7). The list of needs could go on and on.

However, Revolut could not deliver any of those at the time of its founding in 2015. The startup was
not offering a credit card nor a contactless debit card. Its card was not accepted at certain places in
Asia, for example, it was running maintenance every once in a while, the bank account itself was not
a current account, and therefore did not have an IBAN number. It was not compatible with devices
made by large tech companies, such as Apple or Google. Revolut did not allow to enable recurring
payments, nor did it offer direct debit feature. The company’s customer service was available from
10am to 5pm. Hence, as the startup’s product was inferior, initially it could not meet the needs of high
demanding customers. On top of that, Revolut was not even offering an account to businesses, an

arguably the most demanding customer segment of them all.

Despite being inferior on many aspects, Revolut managed to find appeal in less demanding segment,
as predicted by the theory of disruptive innovation. First, Revolut product was absolutely free.
Downloading the app, opening an account, ordering a debit card, and having the card delivered to
your doorstep was all free of charge. Second, the Revolut app was convenient. Within a few taps in
the app, customers could view their account balance, past transactions, current FX rates. In addition,
they could instantly freeze or unfreeze their card, and order a new one if the old one was lost or stolen.
Third, it had several attractive and cost-effective features. Users of Revolut could make instant fee-
free transfers of funds to other Revolut users, they could hold funds in three different currencies (USD,
EUR, GBP), and swap among these currencies at interbank currency exchange rates. In addition, they
could perform purchase of products denominated in currencies other than those three offered by
Revolut, without being concerned about the spread that traditional banks charge them, as Revolut
would swap currencies at the best possible rate in the market. Lastly, the startup’s customers could
withdraw money in the closest ATM without worrying that the ATM is belonging to another bank than
their own and that they for that reasons will get charged extra. This is especially appealing to people
who travel a lot, as finding an ATM of your banking services’ provider might be difficult or even
impossible in certain cases when abroad. This, combined with interbank rates, made traveling to
countries using different currencies than your own worry-free. It also meant that people would no
longer need to queue in their bank to buy foreign currency before going abroad for vacation or any

other reason.
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Obviously, the less demanding segments are less profitable (or even unprofitable from the point of
view of Revolut) than the more demanding ones, which is why incumbent financial institutions
overlooked them. As discussed in the theoretical framework section, incumbent companies have the
necessary incentives and enough resources to take on sustaining innovations whose profit margins
are higher than those of disruptive innovations. In other words, they have many motives to go
upmarket, but few or no to defend low-end or new markets that startups are targeting. Such issue
even has its own name — asymmetric motivation (Raynor, 2003). The latter motivation closely relates
to resource allocation decisions made within established companies, which are highly political
processes where the negotiation power of participants (read various departments or business units)
influences the outcome of decision. As the business units are generating most of cash, they are more
likely to get attention of top management, which is responsible for making budget and drawing
company’s future strategy, and win the battle of resource allocation. Clearly, managers of such
business units are less likely to focus on innovations that can be potentially disruptive, and more likely
to invest in sustaining innovations. On top of that, sustaining innovation does not have a prerequisite
of shaking up organizational culture, and is therefore relatively easily achieved by established
companies. Thus, established companies, focused on extraction of higher profits from more-

demanding customers, tend to take little action when disruptive innovation begins to happen.

The theory of disruptive innovation predicts that market entrants eventually begin targeting upper
segments, delivering the performance that mature companies’ mainstream customers want, while at
the same time preserving the initial benefits of their products or services that drove entrants’ early
success. These entrants become industry disruptors the moment when mainstream customers begin
to adopt entrants’ products or services in higher volumes, and when incumbents’ dominance is being

challenged.

Relating the latter point to the case at hand, soon after its foundation Revolut started steadily
improving its existing products as well as offering new ones, while at the same time preserving the
initial benefits that drove its early success, such as free basic account and currency withdrawal or
exchange at interbank rates. As the shortened timeline of key Revolut related events shows, the British
fintech startup started rolling out new features and making its value proposition more appealing to
the high demanding segment. The following table chronologically summarizes the key milestones in

terms of product portfolio since the founding of Revolut to date:
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Date Key product launches and introductions

2016 June 17 Contactless debit cards become available. According to research,
contactless transactions represented less than 0.2% of all cases of card
fraud in the UK. Thus, the upgrade is an achievement in terms of improved

customer experience and increased security (Revolut (S), 2016)

2016 August 22 Automatic top-up introduced (Revolut (H), 2016)

2016 October 1 Top up using Apple Pay and Apple Watch are now available, increasing

Revolut’s compatibility with existing products (Revolut (R), 2016)

2016 October 22 Request money from friends feature becomes available. Collecting money

has not been easier (Revolut (J), 2016)

2017 February 7 Current accounts introduced to the UK residents. Users can now receive

GBP payments, such as salary, into their Revolut account (Revolut (1), 2017)

2017 July 17 Free personal EUR accounts launched. Users can now receive EUR

payments from anyone, anywhere, including a salary (Revolut (F), 2017)

2017 August 17 Business accounts launched. Revolut starts serving the most demanding

customer segment (Revolut (D), 2017)

2017 October 17 Recurring payments launched. Users can now make regular payments to
cover bills, such as monthly rent or mortgage, alongside being able to
regularly send money abroad to family and friends in just a few easy steps

(Revolut (G), 2017)

2017 December 7 Cryptocurrency trading platform launched. Customers are now able to
buy, hold and exchange Bitcoin, Litecoin and Ethereum in just 30 seconds

at the best possible rates (Revolut (J), 2017) (Hughes, 2017)

2018 January 29 24/7 support becomes available (Revolut (A), 2018)

2018 April 23 Euro direct debits introduced (Revolut (F), 2018)

Table 9 - Shortened Timeline of Key Revolut Related Events

As a result of launching new products and adding features to the existing ones, Revolut has started
targeting and meeting the needs of the more demanding customers, as predicted by the theory. A
good example of this is the launch of business accounts, leading to the acquisition of 16.000 business
customers within 3 months, without spending a single penny on marketing (Revolut (D), 2017).
Revolut’s value proposition for businesses was interbank exchange rates and significant cost savings,
which large groups of entities operating across the globe are especially likely to extract (Revolut (P),

2016).
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Graph 3 - Growth in Revolut Users (Revolut (1), 2016)

The success of the British startup in acquiring new customers, including demanding ones, is well
illustrated in Graph 3 showing total customer growth. An equally important trait of success is that
Revolut managed to break even on a monthly basis for the first time in December 2017, claiming to
be the first digital challenger bank to achieve this (Browne (B), 2018). Although Revolut is not
disclosing its financial statements due to competitive reasons, it can be inferred from its founder’s
interview with Business Insider that the startup was profitable due to big trading volumes in
cryptocurrencies (Williams-Grut, 2018), where Revolut charges a 1,5% markup on the average
exchange price for every transaction (Revolut (C), 2018). It can also be inferred that the following
moths were unprofitable, as, according to Nikolay Storonsky, cryptocurrency trading came off in
January, February and March, in line with the tumbling prices of virtual currencies (Williams-Grut,
2018). Given the volatile nature and high uncertainty of cryptocurrencies, Revolut cannot count on
such market to be profitable going forward. Lastly, the very fresh news about Series C funding of USD
250m and a 5-time jump in the startup value to USD 1.7bn (including the raised funds) which made it
a fintech unicorn, perfectly reflects investors’ and market’s belief in the bright future of the British

fintech startup (Schleifer, 2018).

Although Revolut has widened and improved its offerings, traditional banks and several of their
products are still superior. Moreover, incumbent banks can still offer way more than the fintech
startups. That being said, it is important to stress that the disruption within financial services industry

is just at its infancy and nowhere near the end, and the impact of fintech startups, including Revolut,
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can be predicted to become way bigger. Looking forward into the future of Revolut, which will be

discussed in greater depth in the later section, a few things deserve particular attention.

First, Revolut applied for a European bank license on 2017 November 8 (Dillet (A), 2017), which it
expects to obtain in late fall of 2018 (Ciulada, 2018). The banking license will allow Revolut to offer
additional products and provide various other benefits. However, operating as a bank will also mean

increased regulatory pressure.

Second, a new set of rules were introduced in the beginning of 2018 across the European Union —
under the second Payment Services Directive (PSD2) —that require banks, building societies and other
financial providers to let customers easily and securely share their financial data, including transaction
history and spending behavior with other banks and regulated third-party providers (Cavaglieri, 2018).
The initiative of open banking is expected to create new opportunities as well as challenges for fintech
startups, such as Revolut, and other players, such as large tech companies (Facebook and Google). We

will discuss these and more in the “Near Future” section of the thesis.

Having explained how Revolut began disrupting the financial services industry, we will now use the
Lean Startup Method to show how Revolut has managed to continuously innovate and steadily

introduce new and improved products.

6.3.1.2. The Lean Startup Method
As discussed in the theoretical framework section, there are two innovation approaches for startups

— traditional method and lean method. According to Eric Ries, the author of “The Lean Startup: How
Constant Innovation Creates Radically Successful Businesses” (Ries, 2011), there are several key

problems with the traditional innovation approach, which can be blamed for failure of many startups:

e Long lead times in the development process
e Highinitial costs

e Excessive secrecy with respect to features of a product or service

By following the old innovation approach, companies spend a lot of time developing a product with
little or no customer insight. In certain cases, it takes years until an idea is converted into a product.
The traditional innovation process where a single launch of a product or service is mainstream means
that product’s features have to match customers’ needs, while the product launch has to be perfectly
executed. All of this requires high initial investments from companies, in terms or money, resources
and time. Obviously, such investments are carrying high risks, as there is little or no space for errors
due to lengthy and expensive development process and virtually a single chance to win customers’

trust, also known as hit-or-miss opportunity. Another common feature in the traditional innovation
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process is very high confidentiality with regard to product and its features. This Stealth Mode’s
strategy is meant to safeguard the company’s secrets and avoid alerting potential rivals about a
market opportunity, which is very important given the nature of traditional innovation process, i.e.

high initial costs and long lead time in development (Maurya, 2012).

Contrary to the traditional startup approach, the lean startup method advocates the principles of
failing fast and continuously learning, with focus on speed and customer feedback. It favors
“experimentation over elaborate planning, customer feedback over intuition, and iterative design
over traditional “big design up front” development” (Blank, 2013, p. 7). As mentioned in the
theoretical framework section, the idea of lean method is well represented by build-measure-learn
loop that guides the key activity of a startup — converting ideas into a product, measuring what

customers think about the product, and learning whether to pivot or persevere.

To successfully implement the ideas of lean method, companies need to follow several fundamental
principles. First, instead of engaging in months of planning and research, and writing a complex
business plan, entrepreneurs should begin with mapping out untested hypothesis about their business
idea or model. Second, companies should employ a ‘get out of the building’ approach to test these
hypotheses. By following these principles and focusing on speed and agility, companies will construct
a minimum viable product, which basically is a product or service with simple enough features to catch
the attention of early adopters and make a solution unique, and straightaway obtain customer
feedback. With the input from customers, companies can then, when needed, iterate or pivot their
initial offering. The main concept behind the lean method is therefore that a product or service is

developed iteratively and incrementally.

While seemingly easy to implement, the lean method has certain preconditions relating to
organizational values, culture, as well as leadership. As with anything, everything starts from the top:
the company’s leadership has to create and advocate an organizational culture and values where
failure is not viewed as catastrophe, but rather a means of learning, allowing to iterate and pivot the

initial product or business model for it to become a success story.

Relating to the case at hand, the principle of failing fast and continuously learning with focus on speed
and customer feedback, advocated by the lean method, is well reflected in Revolut’s corporate culture

and its core values, a few of which are presented below (Revolut (D), 2018):

e  “Build things. Achieve great results. Learn from failures. Grow fast. Be proud. Never stop”
o “Believe in power of people. Cross-check your opinions. Create something big together”

e “Understand reality. Use logic. Dig to root cause. Design solution. Execute. Repeat”
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Obviously, if a company wants its employees to follow the corporate values, it needs its management
to lead by example. And this is exactly what the management of Revolut is doing. As Nikolay Stronsky’s
public statements, such as interview with Sky News (King, 2018), show, the founder of Revolut believes

in the aforementioned principles of lean startup method:

“<...> we speak to our customers like humans and we're never afraid to challenge old

thinking in order to innovate.”

As the timeline of Revolut related events (Appendix 13) suggests, Revolut has been particularly

successful in following corporate values and putting the founder’s words into practice.

First, the startup has been consumer oriented to continuously meet their needs and improve overall
user experience. Several months after being founded, Revolut launched Revolut Community page,
where people can and are encouraged to raise questions, provide feedback and share ideas about the
startup’s offerings (Revolut (E), 2016). The main purpose of such page is find out what consumers
want and what issues they have encountered. Almost at the same timing as the introduction of
Revolut Community page, the startup announced that it was looking for some users to test their
Android app and share insights with the company (Revolut (A), 2016). A third example of deploying
customer-focused approach is the involvement of Revolut users in shaping Revolut’s brand. A few
months into 2018 Revolut announced that, going forward, the startup is going to ask its customers to
help them name future products, eventually awarding user with the most appealing suggestion with

a monetary award (Revolut (0), 2018).

With the right initiatives in places, actions of Revolut have confirmed that the startup puts their clients’
needs first. For example, with the release of the then latest Revolut App version (2.4.3), Revolut
announced that users can now export a Revolut account statement via email, sms or social networks,
a feature that many customers have been eagerly anticipating and asking for (Revolut (G), 2016).
Another example was the announcement of 24/7 customer support, which came as a result of

customer frustration with Revolut support (Revolut (A), 2018).

In addition to consumer empathy, Revolut has been continuously innovating and iterating its products.
A great example of this relates to launching accounts for businesses. Before offering this feature, in
line with the lean method, Revolut started with a brainstorm session, identifying the key pain points
of the customers from the customers’ own experience. Aware of the value that customer insights
bring, they organized a number of focus groups with small- and medium-sized businesses to
understand current frustrations and determine their main focus. Based on the insights from the focus

groups, Revolut identified five key areas of business banking that were causing the biggest headache
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for small and medium firms. It was concluded that customers are most dissatisfied with current
banking platforms because they are slow and confusing. Having gained consumer insight, several
months later Revolut built a platform for businesses that was visually attractive, extremely fast and
user friendly. Throughout every stage of building process of platform, Revolut had a group of testers
who were helping the company to identify issues and bugs. During testing process, another drawback
that traditional banking platforms have was identified, which had to do with inability to automate
payments and link banking platform to certain tools, such as bookkeeping software. Although the
platform was already built and ready for launch, Revolut decided to deal with the issue right away and
iterate its initial platform for banking. After several adjustments, the updated platform made Revolut

business accounts possible to connect to systems of third parties (Revolut (D), 2017).

Another product whose initial version was iterated is spending analytics feature. As indicated in the
timeline of Revolut related events (Appendix 13), Revolut introduced spending analytics in November
of 2016. The feature instantly shows users how much they are spending, on what, and where (Revolut
(D), 2016). However, it appeared that the app in certain instances incorrectly categorizes purchases,
leading to distorted breakdown of customer spending. To fix this, Revolut rolled an updated version
of Revolut app less than two months later, where the spending analytics feature was adjusted, and

the users were now able to manually amend a category of the expense (Revolut (H), 2017).

Based on the examples above, we can conclude that Revolut has been very good at innovating by
following the principles of lean method — developing products iteratively and incrementally, with main
focus on customer feedback and their needs. This, however, would have not been possible without

the right corporate culture and values that are preached by the leadership of Revolut.

Having explained why Revolut has been successful at continuously innovating and steadily introducing
new and improved products, we will now use Rita McGrath’s theory of transient advantage to show
how and why Revolut exploits new launches rapidly rather than focusing on creating permanent

competitive advantages.

6.3.1.3. The Theory of Transient Advantage
As previously discussed in the theoretical framework section, traditional strategic theories based on

stable environment assumption suggest that once the company finds a competitive advantage, it
should focus on making this advantage sustainable, and build barriers to entry to prevent competition.
As shown in Figure 8 in the “Theoretical Framework” section, there are five stages of transient
advantage — launch, ramp up, exploit, reconfigure, and disengage. Traditional theories suggest that
companies should focus on the “exploit” stage, aiming to turn their advantage into a competitive

advantage, as well as extract as high returns as possible. The key threat here, according the Rita
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McGrath’s theory, is however that companies may become too rigid and focus on sustaining their

product (read competitive advantage) rather than innovating it (McGrath (A), 2013).

Approach advocated by traditional theories however is no longer suitable due to increased uncertainty
and volatility in the business environment, especially in the light of digitalization. According to the
theory of transient advantage, the only way to stay competitive is to continuously innovate existing
products as well as offer new ones. It is worth pointing out that the duration of exploitation stage
during which a company is benefiting from the new product varies across industries. The important
thing to understand, though, is that the benefits brought by new products are temporary rather than
permanent, contrary to what conventional theories suggest. As a result, the timing of new releases
becomes crucial for a company’s success and first-movers have temporary advantages over their

competitors.

Relating to the case of Revolut, in the previous section we showed that the British startup has been
very good at innovating and continuously introducing new products. From the very beginning, Revolut
was allowing its customers to exchange and withdraw money at the interbank exchange rates, an
offering of arguably a revolutionary nature in the banking industry. However, instead of trying to turn
this benefit into a competitive advantage, the startup kept on introducing new features and products,
knowing that the advantage created by interbank rates will eventually dissipate when competitors
begin providing the same service. It is noteworthy that transient advantage may not necessarily result
in increased profits. As it was in the case with the offering of exchange and withdrawal at spread-free
rates, Revolut exploited this benefit to build and expand its customer base, which will eventually make
the startup profitable. The interbank exchange rates themselves however did not lead to profitability;
in fact, this offering was loss-making. We will discuss ways how Revolut can be profitable going

forward in the following section.

Another offering which at the time differentiated Revolut from competitors and therefore arguably
created a transient advantage for the startup was the introduction of express card delivery. As
discussed before, this allowed customers of Revolut to receive a new card anywhere in the world

within 3 business days (Revolut (N), 2016).

Third example was the introduction of spare Revolut cards and disposable virtual cards. The former
could be linked to the same Revolut account and served as backup for emergency cases (Revolut (C),
2016), while the latter was to be used for online payments and would automatically be destroyed right
after an online transaction has been performed, decreasing the likelihood of card details fraud virtually

to zero (Revolut (E), 2018).
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Another notable example was the introduction of geolocation travel insurance, providing medical and

dental insurance worldwide for Revolut users for as little as €1,00 per day (Revolut (J), 2018).

The last example is the launch of cryptocurrency trading platform (Revolut (J), 2017), which has
arguably brought the most benefits to Revolut. As mentioned above, high trading volume of
cryptocurrencies in December of 2017 allowed Revolut to break even on a monthly basis for the first
time (Browne (B), 2018). However, as also pointed out, it can be inferred that the subsequent moths
were unprofitable, as, according to the founder of Revolut, cryptocurrency trading significantly came
off in Q1 of 2018, in line with the tumbling prices of virtual currencies (Williams-Grut, 2018). Although
the cryptocurrency trading volume can pick up again given the recent hype surrounding it, such
instance allows us to complement Rita McGrath’s theory of transient advantage — transient advantage
can dissipate not only because competitors start offering the same product or service, but also
because the consumers’ interest in the offering might disappear even before the competing

companies have replicated the product.

To sum up, we see that Revolut has been good at continuously innovating and expanding its product
pipeline, and exploiting transient advantages rather than trying to build permanent competitive
advantages. While the launch of cryptocurrency trading platform led directly to profitability, even if
for a short period at least for now, other launches have helped Revolut expand its customer base,

which we argue will eventually help the startup be profitable constantly.

Relating to the latter point, we will now apply approach of Free pricing to further explain how Revolut
has been able to consistently acquire new customers and how its business model can make the startup

profitable.

6.3.1.4. Pricing and Concept of Free
In the theoretical framework section, we presented Chris Anderson’s idea of free product or service,

arguing that such pricing strategy is ideal to reach the biggest possible market. For the strategy to
work, though, a price has to be set at exactly zero; otherwise many potential customers will not opt
for product or service even if the latter is superior to already existing ones in the market. This
phenomenon is well explained by the concept of penny gap, stating that there is a big difference
between a price of zero and a price above that, even if the two are different by a single penny
(Anderson, 2009). When a product or service costs something, even as little as penny, people are
confronted with price and made to think whether they really want it. By contrast, when something is

offered for free, such decision becomes much easier.

While the strategy of zero pricing is argued to be very efficient in acquiring customers, it is not optimal

unless the marginal costs associated with additional user are negligible or fairly low. However, the cost
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base is just one side of the picture. The other side is revenue base. As discussed in the theoretical
framework section, the strategy of zero pricing can in fact result in company being profitable as

revenues can be generated via cross-subsidies. The latter can be grouped into four main categories:

e Direct cross-subsidies
e Three-party market
e Freemium

e Nonmonetary markets

As explained previously, direct cross-subsidy is similar to the old “free” and is characterized by a
situation when a consumer gets something for free but wants to buy something more. Freemium, on
the other hand, is business model when a company offers a basic version that is free, and one or more

paid versions that are better than the basic version.

Relating to the case at hand, Revolut is a type of company that has since foundation been offering
online banking services at no cost. Initially, only a standard account was available. All services included
in the basic account package, such as bank transfers and exchange at interbank rates, were free. Even
opening an account and having the debit card delivered to your doorstep did not cost a penny. Over
time, several adjustments to pricing of certain services included in the Revolut standard account were
made. First, as can be seen in the timeline of Revolut related events (Appendix 13), a fee of 0,5% on
cross-currency transactions exceeding EUR 6.000 per month was levied (Revolut (U), 2016). Second, a
monthly free cash withdrawal limit of £200 was introduced, with a 2% fee thereafter being applied
(Revolut (B), 2016). On top of that, the spot rates at weekends were subject to a markup: 0,5% markup

was applied on major currencies and 1,0% - on other currencies (Revolut (M), 2017).

Despite the minor fees imposed on certain types of services, standard account of Revolut itself has
always remained free, helping the startup to successfully enter the financial services’ market. As Graph
3 presented in the subsection on application of the Theory of Disruptive Innovation illustrates, the
British startup has been experiencing exponential customer growth, eventually hitting the current
mark of 1,8m users (Williams-Grut, 2018). Obviously, the wide portfolio of products available to
Revolut users that, as discussed in the previous sections, the startup has been continuously improving
and expanding has a lot to do with such startup’s success. Nevertheless, the company’s pricing
strategy has played an important role too. As explained by the penny gap, Revolut customer base
would likely be significantly lower now if its product was not free, since people would have been forced

to think if they really needed an alternative to their then current banking services’ provider.
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Over time, Revolut has begun offering additional types of accounts to its users. First, the startup
launched premium account costing £6,99 / €8,50 / $8,50 per month that complements the standard
account with additional features (Dillet (B), 2017). Later on, Revolut launched business accounts
whose pricing is based on the monthly incoming flows into account (Revolut (D), 2017). The higher the

inflow, the more expensive the monthly subscription fee.

The following table gives an overview of account types that Revolut is currently offering, what is

included in them, and what each costs to individuals or businesses.

Type of account | Pricing Features
Standard £0 / month e Free UK current account
account e Free Euro IBAN account

e Interbank FX rates
e Free bank transfers in 25 currencies

e £200/€200 Free ATM withdrawals per month

Premium £6,99 / month e Free UK current account

account e Free Euro IBAN account

e Interbank FX rates

e Free bank transfers in 25 currencies

e f£400/€400 Free ATM withdrawals per month
e Free unlimited FX volumes

e Free exclusive Premium cards

e Free overseas medical insurance

e Free global express delivery

e Exclusive priority 24/7 customer support
e Exclusive Premium promotions

e Free disposable virtual cards

Business e Start: £25 / month e Interbank FX rates
account (<€100k of incoming e Hold, receive and send money in 25
funds per month) currencies

e Standard: £100 / month e Free, instant transfers to companies using

(£100k—1M of incoming Revolut
funds per month) e Revolut corporate cards

e Professional: £1.000 / e Priority support 7AM to 10PM GMT
month (>£1M of e Annual contract
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Type of account | Pricing Features

incoming funds per

month)

Freelancer £6,99 / month (<£100k of | e Interbank FX rates

incoming funds per month) | ¢ Hold, receive and send money in 25
currencies

e Free, instant transfers to companies using
Revolut

e Revolut corporate cards

e Priority support 7AM to 10PM GMT

e Annual contract

Table 10 - Overview of Accounts offered by Revolut

Based on the pricing and types of accounts offered, it can be argued that Revolut is using a hybrid
revenue model. First, the startup is exploiting direct cross subsidies. By offering a standard account
that is free, Revolut earns a revenue from markups applied on spot rates on the weekend. In addition,
it generates money from customers who are withdrawing and exchanging relatively big amounts on a
monthly basis. However, the largest cash generator is arguably the cryptocurrency trading feature. In
addition to direct cross subsidies, Revolut offers accounts that have monthly subscription fee —
premium account and business account (including account for freelancers). As explained in theoretical
framework section, a 5% rule exists under the “freemium” business model, arguing that if 5% of all
users are premium users, the business is likely to be operating at a profit. While we were unable to
obtain an exact number of premium users that Revolut has, we have several reasons to think that this
number could be close to or approaching 5%. First, when Revolut launched its premium account, it
incentivized its existing users to upgrade to and new users to choose premium account by allowing
the first 5.000 people who signed up for Revolut Premium to invest in the startup (Revolut via Twitter,
2017). Given the potential that the startup possesses, which is well reflected in its current valuation
that recently made Revolut a fintech unicorn, and the oversupply of users who wanted to participate
in Revolut’ crowdfunding (in exchange for startup’s shares) (Revolut (B), 2017), it can be inferred that
many premium accounts have been sold. On top of that, Revolut has been successful in acquiring
business customers. As mentioned above, 16.000 businesses subscribed for Revolut business accounts
within 3 months, although the startup did not spend a single penny on marketing (Revolut (D), 2017).
According to information available on the company’s website and online, Revolut now has a customer
base of nearly 20.000 businesses (Revolut (B), 2018), which in the end of 2017 was growing at a pace

of 40 new businesses a day (Noto, 2017).
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However, despite the success stories of acquiring business and premium users, a vast majority of
Revolut customers hold standard account that is offered for free. As explained in the theoretical
framework section, there is a major drawback associated with zero pricing — when people are offered
something for free, they tend to grab it but not to use or consume properly. In other words, no cost

implies no customer commitment, which can of course be detrimental for a company’s success.

We will therefore now apply the theory of network effects to explain how Revolut is ensuring that its

free services do not result in the lack of customer commitment.

6.3.1.5. Network Effects and Switching Costs
As discussed in the theory of network effects, while economies of scale were central in the old

industrial economy, networks are now driving the new information economy. The value of a network
depends on the number of other people already connected to the network, and it is therefore better
to be a part of the bigger network than a smaller one. The idea of the theory is that although features
of a product or service play an important role, consumers are choosing not only the product, but also

the network.

Consumer expectations and positive feedback are vital in the theory of network effects; a product or
service that is expected to become the standard will become the standard. Thus, the product or
service can take two directions. First, in the case of high consumer expectations about product, people
will start joining the network, increasing its value and therefore creating a virtuous circle. By contrast,
if the expectations are low, a vicious circle will be formed, eventually leading to a significantly
decreased network, whose remaining users are those with particular preference for the product or

those that face high switching costs.

For a virtuous circle to form, a company must overcome the challenge of network externalities, which
act as a barrier to entry for creating a new network. Network externalities make all users of an existing

network face collective switching costs.

Varian and Hal look at the technology itself to explain how to deal with the issue of collective switching
costs (Varian, 1999). They suggest that the new technology can take two directions — revolutionary or
evolutionary. In the case of former, a new technology that is superior compared to existing ones is
made. However, the technological improvement comes at a cost —as a revolutionary product is usually
incompatible with existing products, consumers face high switching costs. By contrast, in the case of
evolutionary product, the technology is less ground breaking compared to existing ones but is more
compatible. The higher the compatibility is, the lower the switching costs for consumers are. While
lower switching costs mean that consumers can more easily adopt a new product, a product that

offers fewer new features is less desirable.
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In an ideal case, a new technology should improve the product but leave it compatible with already
existing ones. Nevertheless, a trade-off of certain extent between technology’s compatibility and

performance is inevitable.

Relating above to the case at hand, it can be argued that the collective switching costs were relatively
low for Revolut, as the services where network effects play a huge role were at their infancy at the
time when Revolut was launched. Consider fee-free instant transfers between the users of a network,
for instance. Arguably, none of the incumbent financial services company or startup at the time had a

large enough network built to create barriers to entry in the form of high collective switching costs.

This, however, does not imply that technological considerations in terms of product compatibility and
performance were of no relevance in the case of Revolut. For instance, an individual who is used to

using Google Pay would be less likely to adopt a product that is incompatible with it.

When analyzing the offering of Revolut, it can be argued that certain features were of a revolutionary
nature at the time of the company’s founding. First, Revolut was offering exchange and withdrawal at
interbank rates, thereby distinguishing itself from the competitors. Second, the startup’s users could

fee-free instantly transfer funds to anyone belonging to user network of the company.

In order to expand its network as much as possible, Revolut has over time introduced several
compatibility features. First, the startup made topping up Revolut card possible with MasterCard and
Visa credit cards (Revolut (V), 2016). Second, it made Revolut account compatible with Apple Watch
(Revolut (0O), 2016). Subsequently, the company introduced a possibility of top up with Apple Pay and
Android Pay (Revolut (Q), 2016). Most recently, the British startup introduced Rev Me feature,
enabling Revolut users to send money-request to people holding EU-issued debit card who could then

instantly pay back money to Revolut account holders (Revolut (H), 2018).

Revolutionary product with constantly increased compatibility, coupled with positive word of mouth,
has assisted Revolut in acquiring many customers over a short period of time. The growing network
of users is bringing two implicit benefits to the startup. First, as discussed above, it is increasing
collective switching costs for the existing users and making the network more valuable, therefore
positioning the company in a virtuous circle. Second, it is signaling the value to the company’s
customers despite being free, and helps Revolut solve the issue of lack of customer commitment that

was discussed in the previous subsection of the thesis.
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6.4. Incumbent Financial Institutions’ Response to Disruption

Digitalization and disruption associated with it has been proved to bring challenges in many levels of
the banking industry. The advancements in technological capabilities have enabled new startups to
increase competition to the incumbent financial institutions. As discussed before, surveys present that
majority (88%) of financial industry executives are highly concerned that fintech startups can steal
their customers and decrease their revenues (PwC, 2017). After doing stress tests of the banks in late
2017, Bank of England publicly urged financial institutions to seriously evaluate the capabilities of

fintech startups and not to overestimate the chances of stopping them (Jones H., 2017).

In response to the Fintech companies disrupting the financial services industry, retail banks have
reprioritized their IT spending and tried to keep up with the innovation themselves (Battles & Cox,
2018). Starting in 2015, banks in North America, Europe and Asia seem to have understood the need
to react to fintech movements and have on average increased their investments in IT projects by
almost 5% (Webster & Pizzala, 2015). In order to reinforce the innovation to combat fintech startups,
various financial institutions around the world have chosen to respond in either one or a combination

of a few of the following strategies (Battles & Cox, 2018):

e Acquisition
e Direct investments / Incubation

e In-house innovation

Recently banks have been showing more activity in acquiring fintech startups. Considering US top 50
banks, so far only 18 acquisitions have happened since 2013, however 6 of which in the last 6 months.
As a matter of fact, only 20% of top 50 banks in US have acquired a fintech company in the past
(CBinsights, 2018). The major recent acquisitions include JPMorgan Chase & Co buying WePay, BBVA
acquiring Mexican startup Openpay and Swedbank making a deal with PayEx (JPMorgan Chase & Co.,
2017) (BBVA (A), 2017) (Swedbank, 2017).

It however has to be noted that banks have been facing certain struggles when integrating the
acquired fintech startups. One of the major reasons why integration process has displayed difficulties,
was because in many cases the startups were functioning in less regulated environment and
integration often demanded compliance with regulations that banks are subjects to (Kocianski, 2017).
Additionally, fintech companies are often less organized and have more fluid structure and business
model (Wang & Lim, 2018). McGrath’s (2013) theory of transient advantage helps to explain this
mismatch well. As discussed previously, due to the focus on long term sustainable advantage banks
have built rigid structures and processes in their business models, while fintech startups, on the other

hand, have been riding waves of transient advantages by continuously innovating, and therefore
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preventing rigidity (Wang & Lim, 2018) (McGrath (B), 2013). Furthermore, as rigid banks are not willing
to make a quick or in some cases any change, they expect acquired companies to fully and easily fit

into the current bank structure instead of smoothly altering it (Wang & Lim, 2018).

Another way that banks are reacting is by directly investing or creating incubators where they assist
new startups. In addition to funding, traditional banks also provide guidance and often access to their
customers, with some even allocating office space and taking care of other needs of fintech startups.
In such a setup banks gain valuable insights about the innovation. The established relationship often
becomes a strong basis for the future collaboration with the startups (Battles & Cox, 2018). BBVA,
Lloyds banking group and SEB, just to name a few, have already offered mentoring programs to fintech

companies (BBVA (B), 2017) (Lloyds Banking Group, 2016) (SEB, 2018).

Finally, traditional banks are also responding to fintech by disrupting themselves through in-house
innovations. These innovations are often built around the processes over which banks have control,
but not always (Battles & Cox, 2018). One very good example of a bank innovating itself is Singapore
based bank DBS. To understand how DBS fostered innovations and in 2016 became the best digital
bank in the world, the full story should be explained (Bloomberg, 2016) (DBS, 2016).

In 2009, DBS bank was far from the best. Their customer satisfaction ratings were the lowest in
Singapore and the bank was perceived very negatively. After some reorganizational changes a new
Chief Operating Officer, Technology and Operations joined the management team and they together
started working on getting the bank back on its feet. A major change that has been done, was shifting
towards the customer-centric approach. This shift DBS bank has done was game changing — putting
customer at the forefront has brought substantial changes, significantly enhancing customer
experience. With a clear target to reduce hours required for customers to devote for banking, DBS has
identified and implemented a number of initiatives, saving 250 million hours per year for their
customers and earning the bank the highest customer satisfaction rates in the country (Bloomberg,

2016). But that was just the beginning of an exciting journey to innovation.

DBS bank has continued to focus on further enhancing customer experience while advancing
technologically. By deploying cloud computing, artificial intelligence, biometrics and big data, the bank
was disrupting itself before others did (Wright, 2017). One of DBS bank’s new offerings was its mobile
wallet Paylah! This mobile application allows customers to request and quickly send money, pay bills
and shop online. It is also full of newest mobile features such as finger print authentication,
connectivity to social platforms and others (DBS, 2018). Another great feature that DBS bank has
introduced was POSB Smart Buddy. It is the first watch of a kind in the world to be worn by school

children, tracking hand movement activity and allowing children to make payments. When this watch

Page 91 of 137



is paired with the mobile device of parents, it allows parents to manage and monitor their children
expenses, set saving goals, as well as track their location and activity (POSB (B), 2018). Another smart
solution provided by DBS bank to their wealthy customers is the iWealth application. It is a 24/7 access
to all the banking services online including wealth management tools in one place (DBS Treasury,
2018). Finally, the bank has also offered POSB digibank Virtual Assistant on Facebook Messenger and
DBS LifeStyle applications. By chatting through these applications customers can ask banking related
questions, access their account details including cash balance and even make payments (POSB (A),

2018).

Considering the success of all the above-mentioned innovations, some of the merits could be given to
the DBS Asia X (DAX) innovation lab. It is an innovation center where fintech startups and DBS bank
collaborate and create new ideas (DBS Innovates, 2018). Nevertheless, it could be argued that even
more credits of the success should be given to the reason behind the decision to open the innovation
lab, which was a major shift towards customer centric approach and a strong commitment to fintech.
As presented before, by concentrating on improving customer experience, the bank has focused on
the areas that matter for customers. It is a key that DBS bank has been willing and successful in
changing the culture inside the organization (Gee, 2016) (Bloomberg, 2016). As chief innovation
manager from DBS explained, “innovation has nothing to do with technology — this is about people
and behavior” (Gee, 2016). What is most impressive is that such a rigid organization as DBS was
capable of accepting much higher uncertainty by making it a safe place to fail for their employees

(Gee, 2016) (Bloomberg, 2016).

To summarize the above, it can be concluded that incumbent financial institutions have reacted
differently to the challenges brought by digitalization. Nevertheless, one common conclusion could be

drawn that the cultural change has played a key role in a success of implementing the innovative ideas.

The following subsection will present Second Payment Service Directive (PSD2), a recent initiative of
the European Union aimed at promoting “open-banking”. In order to give a good picture of the
financial services industry in the near future, it is important to consider and understand how such

legislations change the market dynamics and who benefits from them.
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6.5. Second Payment Service Directive (PSD2)

In 2017 the Second Payment Service Directive (PSD2) has been passed by the European authorities
with the deadline to translate it into national regulations taking effect from 13* of January, 2018
(European Commission, 2017). This directive is an initiative in the EU banking sector with the aim to
foster increased security, innovation and market competition. It demands banks to open up and share
their customer information with third parties. In addition to giving access to their customer data,
banks are now obligated to allow those third parties to initiate payments from their customer
accounts. Of course, all of the above is only possible if the third party has a customer’s permission to
gain access to their bank account details and make direct payments from those accounts (Botta,

Digiacomo, Holl, & Oakes, 2018).
Taking complex PSD2 in more details, it can be separated into 3 pillars.

The first pillar is mainly focusing on transparency, enhancement of customer rights and tightening of
the reporting standards of the banks. This pillar takes into account the pricing transparency and

assures that no price discrimination is used between customers and third parties.

The second pillar ensures high level of security. It establishes an obligation for strong customer
authentication. For most of the electronic payments, a two factor / step authentication is required

(Gaynor, 2017) (Botta, Digiacomo, Holl, & Oakes, 2018).

Finally, the third pillar regulates the access to accounts. It sets the technological standards by which
incumbent financial institutions have to provide access to their customers’ accounts, so that other
third parties could reach information and initiate the payments (Botta, Digiacomo, Holl, & Oakes,

2018).

Currently only the first pillar is in the stage of execution, while the second and third are scheduled to
take effect in Q3 of 2019 (Botta, Digiacomo, Holl, & Oakes, 2018). Therefore, for now the visible effect
of PSD2 is quite limited, but once fully implemented it is expected to disrupt the payment service
sector to a very high extent. Naturally, fintech startups will be benefiting from such directive, because
of their innovations and agility in adapting, but more importantly large tech companies will be able to
leverage the regulatory changes. While smaller fintech startups are only gaining the trust of their
customers, large technology companies have already established brands, trust and can manage
enormous amounts of information (Kullar, 2018). Therefore, it is important to also consider how large
tech companies may in the future take advantage of the change in regulations, which will be done in

the “Near future” section of our thesis.
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6.6. Sub-Conclusion of Past to Present Section
In the Past to Present section, our combined theoretical framework was applied to the case of British
startup company “Revolut” to address the first part of the research question of why and how

disruption of financial services industry began in the 21st century.

The section started with a quantitatively supported argument that fintech startups have received a lot
of investment and started causing a great deal of concern to the industry incumbents. Subsequently,
a thorough analysis of main digital challenger banks, a group of fintech startups whose disruptive
effect on the financial services industry has been particularly evident, followed. Based on the analysis,
Revolut was selected as the case company for: having achieved the biggest customer base, highest
customer satisfaction, fastest growth, widest market presence; offered most distinctive product
features; and obtained highest investing community trust. On top of that, the British startup company

has set the most ambitious goals for the future among its competitors.

In determining the reasons of why disruption began, our analysis showed that historically incumbent
financial institutions have focused on sustaining type of innovations. Such innovations typically are
incremental improvements to the existing offering that target the most demanding and profitable
customers. Sustaining type of innovations are “convenient” to engage in and relatively easy to achieve

for traditional banks, as they normally are a mere extension of “business as usual”.

By focusing on the high-end customers, incumbents of financial services industry have overlooked and
underserved the less demanding segments. Due to latter reason, Revolut, among other fintech
startups, has engaged in disruptive innovations and entered the financial services market by targeting
those overlooked customer segments. With simplistic value proposition and zero pricing, the British
startup has attracted customers from the aforementioned segment and built network that eventually
made its offering even more valuable. Our analysis revealed that Revolut’s right leadership values and
corporate culture preaching ideas of the lean method, such as viewing failure as a means of learning,

were the key success factor of the startup company.

By avoiding long lead times, high upfront investments, staying close to the customer, and viewing
failures as a way of learning, Revolut has been continuously innovating and treating innovations as a
transient advantage. In fact, the acknowledgement that innovations cannot impose high barriers to
entry and build long-term competitive advantage in the era of digitalization, and that innovations’
positive effect eventually dissipates, has also played an important role in making Revolut’s journey a

success.
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Our analysis also revealed that majority of incumbent financial institutions have struggled to innovate
in response to digital disruption, mainly due to their unfitting corporate culture and leadership values
which are ideal for engaging in sustaining innovations but inhibit disruptive innovations. Nevertheless,
a success story of Singapore based bank DBS showed that rigid organizations like traditional banks can

be transformed through a change in leadership and its values.
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7. Near future

7.1. Revolut

We will now look at Revolut in the near future. In particular, we will consider the advantages and
disadvantages of obtaining a European Banking License. In addition, we will have a look at what
features the company has in its pipeline, and explain why we have not focused on cryptocurrencies
and their potential future effect on the British startup. Third, we will outline what opportunities and
challenges the aforementioned Second Payment Service Directive (PSD2) can bring to Revolut as well
as other digital challenger banks. Lastly, we will summarize Revolut expansion plans in terms of
markets served, number of customers, and headcount. It is however important to stress that we are
not going to make predictions; instead, we will discuss the startup’s plans and identify potential effects

of these.

7.1.1. European Banking License

As mentioned above, Revolut applied for a European Banking License in late 2017 which, according to
most recent news, the Bank of Lithuania should grant to the company in the end of 2018 (Ciulada,
2018). The European bank license will bring several benefits and drawbacks to the British startup,

which we outline in the two following subsections.

7.1.1.1. Benefits

One of the key advantages of obtaining a European Banking License is the protection of customers’
funds that comes with it. Under the European Deposit Protection Scheme (EDPS), each customer’s
funds of up to EUR 100.000 will be covered by the EU. Therefore, current and future customers of the
British startup will no longer need to worry about their money going bust in case of Revolut’s
bankruptcy, and will be able to safely and confidently store higher balances in their Revolut account.
After all, it can be argued that few people if any would be brave enough to substitute their bank with
a startup that does not hold a banking license and therefore does not protect their funds. Hence, the
number of customers fully replacing their traditional banks with Revolut is likely to rise as a result of

the banking license being obtained.

Another advantage of holding a banking license is that Revolut will be able to provide additional
banking services, which would not be possible otherwise. The British startup has announced that once
the banking license has been obtained, it will begin issuing personal loans, pay interest on deposits,
and allow overdrafts (Revolut (N), 2017). Relating to the theory of disruptive innovation, these services
will help Revolut meet the needs of the most demanding customer segment, further increasing the

company’s impact on the financial services industry.

Page 96 of 137



7.1.1.2. Drawbacks

Despite the aforementioned benefits, a banking license implies higher regulatory pressure which will
result in increased compliance costs. For instance, Revolut will need to perform a more extensive
Know Your Customer (KYC) procedure than before. A banking license also means that Revolut will be
operating under same rules as traditional banks and other digital challenger banks that have already

obtained a banking license.

Besides, the European Banking License is only valid within the EU and EEA countries. While this may
not be a direct drawback, it means that Revolut will need to partner with local banks in other markets,
such as Australia or Canada, if and when it decides to provide full banking services, as is about to
happen with N26, another digital challenger bank, that will soon be entering the US market (Reuters,

2018).

7.1.2. Features in the Pipeline

Revolut is planning to introduce several new features that are likely to make the company overall
more attractive. First, it is expecting to introduce Revolut Wealth, a feature that will allow the
company’s customers invest their funds into stocks, indexes and exchange traded funds (ETFs),
alongside a variety of other financial instruments (Revolut (K), 2018). Second, the British startup is
about to launch secondary cards, which are effectively a product that allows parents to give a card to
their kids and then watch their spending and do some parental controls. For example, parents will be
able to set up the settings to such that their kids cannot withdraw from ATM or spend any money on
alcoholic beverages (Williams-Grut, 2018). Third, Revolut is about to launch peer-to-peer lending to
match individual lenders with people who want to borrow, which, according to the company’s

statement, could on average save 50% in borrowing costs (Revolut (N), 2018).

According to previously discussed ideas of Rita McGrath’s theory of transient advantage, these
launches will create a new wave of transient advantage for Revolut, and help the company expand its

customer base, which sooner or later should start bringing profits to the company.

7.1.2.1. Cryptocurrencies and Rationale for not Focusing on their Future Effect

In addition to aforementioned features, Revolut is planning to add Ripple (XRP) and Bitcoin Cash (BCH),
alongside the current Bitcoin (BTC), Litecoin (LTC) and Ether (ETH), to its cryptocurrency trading
platform (Revolut (K), 2018). As discussed in the part about Revolut in the past to date, high trading
volume of cryptocurrencies in December of 2017 allowed the company to break even on a monthly
basis for the first time (Browne (B), 2018). However, as also pointed out, we inferred that the

subsequent moths were unprofitable, as, according to the founder of Revolut, cryptocurrency trading
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significantly came off in Q1 of 2018, in line with the tumbling prices of virtual currencies (Williams-

Grut, 2018).

Due to volatile nature and high uncertainty of cryptocurrencies, we are not going to speculate and
predict the effect on Revolut of introduction of additional cryptocurrencies to its crypto trading

platform.

7.1.3. PSD2
As presented above, the Second Payment Service Directive (PSD2) passed by the European authorities
took effect from 13" of January, 2018. This directive will ultimately require banks to open up and share

in a secured manner their customer information with other banks and regulated third-party providers.

The PSD2 is likely to present new opportunities and bring challenges to Revolut as well as other fintech

startups, which we outline in the following subsections.

7.1.3.1. Opportunities

The ability to collect customer data form other financial institutions will help Revolut and other fintech
startups to identify potential customers and offer them better deals than those of traditional banks
(Sassard, 2017). In addition, it will make the process of switching a financial services’ provider easier.
The words of Anne Boden, the CEO of digital challenger bank Starling Bank, illustrate this point very
well (Kennedy (B), 2018):

“Information is currency and you should be able to use your data in a focused
way. You could choose to share your spending data with mortgage providers
and we will KYC (know your customer) using open banking to fill in forms for

you. But it is your choice, not our choice.”

Relating to above, filling out KYC form may not be that big of a deal for an individual. However, the
opposite is true when it comes to small, medium and large corporations operating across the globe.
Collecting necessary data from each of the entities and getting the forms signed by authorized
individuals requires a lot of manpower from both headquarters and subsidiaries, making such
seemingly unimportant thing as KYC a major factor when deciding of whether to switch for a new
financial services’ provider. Therefore, legislation of PSD2 may help fintech startups to acquire more
customers, including the most demanding ones, who, as pointed out in the theory of disruptive

innovation, are the most profitable and attractive customer segment.

7.1.3.2. Challenges
The PSD2 is likely to incentivize large tech firms to become more active in the financial services’

industry. This, given such companies’ track record of efficiently managing enormous amounts of data
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and well utilizing it, can result in an increased competition not only for traditional banks, but also

fintech startups including Revolut.

As Antony Jenkins, who served as the CEO of Barclays from 2012 until 2015, pointed out, it is
“uncertain as to whether a tech giant or small fintech firm was more likely to benefit the most from

open banking. <...> What is certain is there is going to be disruption” (Browne (A), 2018).

We will therefore discuss several scenarios of how PSD2 may affect actions and plans of the large tech

companies in the following section.

7.1.4. Markets, Customers, and Staff
As indicated in the table summarizing digital challenger banks, Revolut has set ambitious plans. In

particular, by the end of 2018 the British fintech startup plans to (King, 2018):

e Tap into the markets of United States, Canada, Singapore, Hong Kong, Australia and New
Zealand

e More than double its number of employees (from 350 to 800)
In addition, Revolut is targeting 100m customers during the next five years.

It is important to note that here we outlined the company’s plans, rather than evaluated their

likelihood.

7.2. Large Tech Companies

Features such as Apple Pay, Google Pay Send (used to be known as Google Wallet) and Amazon
Lending are just a few examples of how the big tech companies are stepping into the banking industry
(Apple, 2018) (Google, 2018) (Soper & Wang, 2017). As Rita McGrath argues, their entrance is blurring
the lines of traditional banking industry and constructs new competitive environment — arenas
(McGrath (A), 2013). And even though it could be argued that big tech companies have not posed big
threats to incumbent financial institutions in the past, the future brings high uncertainty. The shift
towards a more “open banking”, due to requirements set forth via Second Payment Service Directive
(PSD2) introduced before, creates new opportunities for these large technology companies (Arnold,
2018). Since the banking industry is currently undergoing substantial changes, we will discuss several
opportunities and scenarios that big tech companies may undertake. But first, we are going to consider

why these companies might create even higher threat to traditional banks than fintech startups.

For a number of years, fintech startups have been confronting incumbent financial institutions with
their agile business models. Nevertheless, the main challenge they had was building positive

reputation and a well-known brand. Large tech companies, by contrast, already have their brands and
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reputation established. As a matter of fact, if such companies decided to start providing financial
services, they could utilize their well-known brand and reputation to acquire customers. Another
advantage big tech companies have is that they already have experience in working with copious
amounts of data, which could be a challenge for small startups. Additionally, these tech companies
hold massive amounts of personal information about their customers. This is a big advantage in the
age of personalized services as using such data would allow to make banking more tailored to the
individual needs of each customer (Kullar, 2018). Furthermore, big tech firms also have enough of
money to make substantial investments and devote human resources to undertake big projects
compared to smaller startups (Arnold, 2018). This is very important for the innovations that might
require big investments at an early stage. All these advantages make large tech companies more than

capable of re-disrupting the financial services industry in the near future.

As McKinsey & Company suggests, banking can be split into two types of activities: “manufacturing”
and “distribution”. Manufacturing, or the core processes, includes the main banking activities like
financing and lending that are considerably harder for the tech companies to perform. On the other
hand, distribution activities are comprised of origination and sales point, or ways to access and use
the services, which are more accessible and easier mirrored by the outside companies (Dietz, Lemerle,
Mehta, Sengupta, & Zhou, 2017) (Blackwell, 2018). We will now present several scenarios of how large

tech companies may increase its presence in the financial services industry.

7.2.1. Scenario 1 — Focus on the Distribution Side of Banking Activities

In one of the scenarios, large tech companies might benefit from the shift towards “open banking” by
focusing on the distribution side of the banking. Regulations such as PSD2 are making it much easier
for the large tech companies to “free ride” underlying bank activities by only offering different
interface for the customer or integrating it into their platforms. Since many of them are becoming
platform-based businesses, which offer a range of services and / or products built on one platform,
the integration of payment services would only enrich these business platforms. Furthermore,
McKinsey & company argues that large tech companies in often cases are better positioned than
traditional banks to cover the distribution side of the banking, which at the end of the day is about
two times more profitable than the core (manufacturing) part (Dietz, Lemerle, Mehta, Sengupta, &
Zhou, 2017) (Birch, 2018). Such scenario creates a risk for incumbent financial institutions to become
only utility providers of background operations, especially in the sector of payments (Accenture (A),

2018).
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7.2.2. Scenario 2 — Partnership with Incumbent Financial Institutions

In the second scenario, large tech companies could form a partnership with incumbent financial
institutions. Google is one of the tech companies that recently announced their interest in partnership
with banks, rather than rivalry against them (Taylor, 2018). The company expects to partner with
banks and in this way easily promote Google Pay payment interface to their customers. On top of that,
banks are looking for the best solution to their customers and customer-centric view of Google could
enhance banks’ customers’ experience. Hence, in the short run, it would be beneficial for both sides
to partner up. Looking further into the future, this could enable large tech companies to position
themselves for providing broader financial services or to fully move into banking. Therefore,
partnership in the longer run does not look to be promising for banks and, as a result, they are

expected to be hesitant or careful when forming one with large techs (McWaters & Galaski, 2017).

7.2.3. Scenario 3 — Provision of Complete Banking Services

In the third scenario, large tech companies could fully provide banking services at both
“manufacturing” and “distribution” levels. Given their size, available funds, capability to innovate and
reach to market, big tech firms could individually enter banking industry at a full scale. Nevertheless,
this scenario is less likely, because, first of all, most of the profits can be caught already at the
distribution level, which implies that the increased revenues from providing services at the
manufacturing level would not justify greater risks (Dietz, Lemerle, Mehta, Sengupta, & Zhou, 2017).
Second, becoming a bank would mean that a company must comply with all the complex regulations.
As tech companies by far have been acting relatively freely, it would be difficult and costly to suddenly
establish relevant procedures and structures to enforce increased compliance (McWaters & Galaski,
2017) (Arnold, 2018). Finally, according to McKinsey & Company research, banks are still perceived as
the most trusted entities when it comes to safely placing money, making the task of fully replacing

banks more difficult for the large tech companies (Dietz, Lemerle, Mehta, Sengupta, & Zhou, 2017).

Considering current banking environment combined with regulations like PSD2 that make it easier for
the third parties to enter the financial services industry, a scenario where large tech companies are
taking a passive role and not trying to leverage the opportunities is rather unlikely. It is expected that
at least some of the large techs will make a move and step into the banking industry or separate

sectors of it such as payments (World Economic Forum, 2017).

Based on the above, it can be said that big tech firms are well positioned to re-disrupt the financial
sector which agrees with the most likely scenarios discussed above that predict large techs’ entry into

the banking industry. These considerations are taken into account when providing a key
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recommendation to incumbent financial institutions and discussing options for them in the following

section.

7.3. Sub-Conclusion of Near Future Section

In the Near Future section, we presented Revolut’s short term plans and what effect they may have
on the startup company. In addition, we gave an overview of likely near-future developments in the

financial services industry as a result of changes in the legal and regulatory environment.

Our analysis showed that Revolut is likely to keep on innovating at high pace, which is reflected in the
startup’s pipeline; a high number of new offerings, such as Revolut Wealth, should allow the British
startup to enjoy a transient advantage in the near future. In addition, we determined that the
European Banking license, once obtained, will bring both benefits and drawbacks to the company.
However, the advantages of holding the license should outweigh the downsides associated to it.
Furthermore, we determined that Second Payment Service Directive (PSD2) is likely to benefit Revolut

along with other fintech startups, but have a negative impact on the incumbents unless they adapt.

In addition, our analysis presented that large tech companies, such as Facebook and Google, are likely
to make a significant impact on the financial services industry and may even take over the role of
disruptors from fintech startups as a result of general market shift towards “open-banking” caused by
the aforementioned PSD2. This scenario is likely as large tech companies already have a big customer
base, hold well recognized brands, as well as possess the right skills and capabilities to engage in cross
selling and make their existing users to opt for financial services that could potentially be fully provided

by them in the near future.

Having illustrated how the near future in financial services industry may look like, we will now provide
a key recommendation to industry incumbents and discuss three options that traditional banks would

likely be able to successfully utilize following the implementation of our recommendation.
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8. Suggested Response to Disruption for Incumbent Financial

Institutions

In the previous segments of the paper, applying our theoretical framework to the case of British
startup company “Revolut”, we answered the first part of our research question of why and how
disruption of the financial services industry began in the 21° century. In this section we will provide a
recommendation to incumbent financial institutions on how to react to disruption. Given that our
recommendation is implemented, banks will have three different ways on how to successfully

approach innovation. We will discuss these options in depth in this section.

8.1. Key Recommendation: Creating a Corporate Culture where Innovation is

Encouraged
As discussed throughout the paper and following the theory of disruptive innovation, the incumbent
financial institutions over the time have positioned themselves to serve more demanding customers
who are usually also a more profitable customer segment. Such positioning meant that banks have
focused on sustaining type of innovation which aims to improve the current offerings and extract more
profits from premium users. As a consequence, traditional banks have gradually started to underserve
less demanding and less profitable customers. In other words, incumbent financial institutions have
lost a customer-centric view and instead focused on something that was more certain and allowed to
achieve higher profitability in the short run. Additionally, in contrast to Rita McGrath’s theory of
transient advantage (McGrath (A), 2013), most banks believed that they had sustainable competitive
advantages and kept on building their strategies on it. However, as the author explained, the industry
of financial services has shifted towards transient advantage, but the banks did not realize it on time
and now are finding themselves competing in arenas with previously overlooked fintech startups.
Furthermore, according to the lean startup method, since most of incumbent financial institutions
have perceived innovative products as something that had to be fully developed before launching
them in the market, they regarded disruptive innovation too costly and too risky to engage in. To be
more precise, the leadership of banks had no incentive to make any major innovation, since it would
have long lead times in the process of development, large upfront costs associated with it and
therefore carry a high overall risk. As a result, majority of leaders of incumbent financial institutions

have advocated a culture that discourages employees from engaging in disruptive innovation projects.

All of the above factors have placed most of the incumbent financial institutions in a situation where
they are now facing new competitors and are struggling to keep up with the demands of their

customers. We argue that the lack of right initiatives and appropriate action was due to the traditional
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banks’ rigid corporate culture and philosophy that have continuously suppressed disruptive
innovation. On the other hand, there are examples where the right changes have made. For instance,
Singapore based DBS bank has successfully changed its culture and has been titled the most innovative
digital bank. As leadership of DBS bank explained, all the changes in the organization happened only

after the leaders committed to a cultural change (Bloomberg, 2016).

To provide a recommendation to traditional banks, it is worth looking at the principals outlined by
Clayton Christensen’s theory of disruptive innovation. As presented previously, Clayton Christensen
argues that having the right team on its own does not ensure successful execution of the task at hand,
because companies have capabilities that exist independently of the people who work within them
(Christensen, 1997). These capabilities are the internal company processes, according to which
employees are taught to turn input into output and organizational values that affect how managers

and employees make corporate decisions.

We therefore argue that incumbent financial institutions need to change their corporate culture and
values so that the ideas associated to the lean startup method would be preached, allowing these
institutions to benefit from digitalization. The right culture should foster innovation and view mistakes
as a means of learning. Instead of being deterred from engaging in new disruptive innovations by high
failure risk and associated costs, banks should deploy a strategy where such failure bears little cost
and happens at an early stage of the innovation process. In addition, the initial failure should not
prevent companies from further attempts to innovate; instead, it should be viewed as a lesson that

can be incorporated into future iterations of the product or service.

As Lean startup method by Eric Ries (2011) suggests, the innovation should be a process of multiple
small launches that allows to test the idea at an early stage and therefore reduces the lead times and
associated costs. Getting a negative feedback from the market at an early stage would save money
and time, but most importantly it would give an opportunity to learn and improve the product or
service through iteration or pivoting, maintaining a customer-centric view. Preconditions that have
been outlined in the lean startup method also support the notion that resource allocation, leadership,
culture and organizational values are the key components in developing a continuous innovation
approach. The leadership of the banks therefore need to create and advocate an organizational
culture and values where failure is not viewed as tragedy, but rather a means of learning, allowing to

iterate and pivot the initial product or business model for it to become a success story.

Finally, Rita McGrath, in line with the aforementioned theories, also argues that innovation needs to

be a constant process, supporting our recommendation to the traditional banks.
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To sum up, we consider the change in philosophy and culture of incumbent financial institutions to be
key for successful innovation. Implementing this recommendation through changes in organizational
processes, values and the approach of leadership would provide banks a long-term solution rather
than just a quick fix in the era of digitalization. We argue that if the proposed change was executed, a
number of options could be successfully implemented by the banks. We present these options in the

next section.

8.2. Available Options

In the previous section we have provided the recommendation on how banks can create positive
environment for changes and adoption of innovations. Since various banks are advanced differently
in the process of financial technology adoption and have different philosophies on how to innovate,
we will now discuss the options that they have. We will present three possible actions that incumbent
financial institutions could take depending on their current situation and preferences for future
development. We will start by presenting the option of engaging in a partnership with fintech startups
and / or large tech companies. Secondly, we will discuss the option of acquiring fintech startups.
Finally, we will present in-house innovation as the third viable option for incumbent financial

institutions.

8.2.1. Option 1 — Partnerships
Partnership is one of the options how incumbent financial institutions can take advantage of financial
technology advancements and shifts in regulation. These partnerships could be formed with fintech

startups or large tech companies or both.

8.2.1.1. Partnership with Fintech Startups — Benefits

Although partnerships between fintech startups and traditional banks in the past have been
unsuccessful due to the banks’ long lead times, inflexibility and similar constrains (Crosman, 2017)
(Broughton, 2017), we argue that such partnerships can be an effective option if banks follow the

recommendation regarding cultural change presented before.

Partnership with fintech startups would not only benefit banks in the short run by allowing them to
take advantage of PSD2, but it would also open doors to broader integration of financial services’

innovations in cooperation with startups.

In fact, such partnerships could benefit both parties, because incumbent financial institutions have
great strengths that can be brought into the deal. First of all, they already have large existing customer
base, which is often not the case with fintech startups who are only at an early stage of building it.

Secondly, banks enjoy a relatively low cost of capital, which allows them to take up riskier or less
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profitable projects. Additionally, they are the institutions that provide broad range of services, while
fintech startups are often initially concentrating on a specific service. And although incumbent
financial institutions are highly regulated, having a banking license provides a certain degree of
protection to the customers (such as deposit insurance) and permits the banking license holders to
provide a full spectrum of financial services (Lumley, 2018) (Silicon Valley, 2017). On top of that,
majority of fintech startups themselves have a goal of eventually obtaining a banking license.
Therefore, the fact that financial institutions are exposed to more regulations due to banking license

should not be viewed as a huge drawback.

Fintech startups, by contrast, have their own strengths in the areas where banks might be lagging
behind. To begin with, fintech startups have capabilities of generating innovative ideas at a faster pace
than banks. Additionally, they are also much more agile when it comes to implementation of those
ideas. Banks have historically been rigid and even when following our recommendation suggested
before, they would still be constrained by the regulations and relatively complex organizational
structure. Furthermore, startups have also proved to be rapid at online customer acquisition that
could benefit banks, as the whole marketplace is shifting towards digitalization and therefore new
future customers may solely be attracted through online channels. Even more, startups’ online and
mobile application designs proved to be attractive and user friendly. Finally, a combination of huge
amount of data possessed by the banks and fintech startups’ capabilities of utilizing insights from data

analytics leads to a win-win situation for both parties (Lumley, 2018) (Silicon Valley, 2017).

By combining their strengths, incumbent financial institutions and fintech startups would be able to
provide a broader range of services with tailored, user-friendly online interfaces. Partnerships with
fintech startups would help banks to follow a more customer-centric approach and potentially build a
new business model that would be more competitive in the current business environment. At the
same time, it would allow startups to expand their user base and broaden their offerings. Most
importantly, such partnerships would most likely benefit the previously underserved customers, a
customer base that traditional banks by far have treated as the least profitable and therefore paid

little or no attention to.

8.2.1.2. Partnership with Large Tech Companies — Benefits

As discussed before, the liberalization of banking industry thought the initiatives of “open banking”
via PSD2 is expected to create opportunities for large tech companies. In the “Near Future” subsection
about large tech companies above, we presented several future scenarios for these companies and
argued that there is little chance that large tech firms would take a passive role in the light of PSD2.

As a matter of fact, a number of large tech companies have already begun moving into banking
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industry by trying to implement financial services into their “platform” based business models (Apple,
2018) (Google, 2018). Since PSD2 is enabling third parties to access the data of banks’ customers and
since large tech firms have trusted brands in order to receive customer consent, there is little that
banks can do to stop them from serving their customers. In such a situation, a partnership could foster

more open collaborations and potentially bring benefits to both parties.

As in the case of partnerships with fintech startups, incumbent financial institutions can bring same
strengths into the partnerships with large tech companies, while big tech companies, such as Google,
Facebook or Amazon, in addition to high capabilities of generating ideas, offering user friendly
solutions and effectively analyzing data, can offer the traditional banks access to a large customer
base through different channels. Since majority of banks’ customers are already using the services of
large techs, banks could benefit from partnerships by promoting enhanced experience to their
customers. At the same time, big tech firms would benefit from such partnerships by obtaining access
to more customers and their financial data which would enable them to engage in cross selling of

advertising services more effectively.

Combing the strengths of banks and large tech companies would quickly capture the benefits of “open
banking” in the sector of payments. We also argue that collaboration would not be limited to the
payments sector and innovative solutions would over time spread into other areas of banking industry.
Although the effect of partnerships between incumbent financial institutions and large tech
companies should be assessed on a case-by-case basis, in general it should bring benefits to both
parties and even more to customers, through more innovative and personalized solutions. Most
importantly, as in the case of partnerships between fintechs and banks, such collaborations would
most likely benefit the previously underserved customers, a customer base that traditional banks by

far have treated as the least profitable and therefore paid little or no attention to.

8.2.1.3. Partnership with Fintechs and Large Techs — Drawback

Whether they formed a partnership with fintech startups or large tech firms, traditional banks would
arguably not have the ability to make decisions on behalf of their partners. This is a drawback of
engaging in a partnership that requires particular consideration, especially when cooperating with big
tech companies that might have considerably more leverage than startups when it comes to drawing

agreements and “calling the shots”.

8.2.2. Option 2 — Acquisition of Fintech Startups
Historically, incumbent financial institutions have not been particularly active in acquiring fintech
startups which, as we explained before, was mainly due to the challenges arising when integrating

them into existing set-ups of the banks (Wang & Lim, 2018). We therefore argue that recommendation
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of changing corporate culture and values of banks provided above plays a key role in making

acquisitions of fintech startups a feasible and successful option for the future.

8.2.2.1. Acquisition of Fintech Startups — Benefits

In general, the acquisition is a way of gaining control over the assets and decision-making power of
other companies. In the case of banks, we would expect that they could fully acquire selected fintech
startups and therefore gain control over them. Given that incumbent financial institutions followed
our recommendation, they would be able to quickly integrate the acquired startup and speed up the
innovation process. Such option would also allow to obtain new resources and competences that
could be challenging to gain otherwise. Fintech startups already have people who are experts in their
fields and competences to drive innovative processes. Additionally, from the profit generation point
of view, even if the acquired entity did not contribute to increased profits, it would potentially help to
keep the banks’ customers from using other fintech companies’ solutions and avoid the drop of

revenues associated to that.

8.2.2.2. Acquisition of Fintech Startups — Considerations and Limitation

However, a potential acquisition target should be carefully evaluated to ensure that it can help the
incumbent financial institutions to fulfil their service needs and foster innovation. Despite all the
benefits, acquisitions could also bring financial liabilities to the banks. As a matter of fact, when buying
a startup, banks should not overpay, because that could cause lower or negative return for the
shareholder value in the long run. Nevertheless, as theories argue, mistakes (wrong acquisition

decisions) are a means of learning that lead to better decisions in the future.

Even as we argue that by changing their corporate culture incumbent financial institutions would
become much more effective in incorporating acquired fintech startups, there is another limitation
related to the availability of the targets. Since most of the fintech startups are not publicly listed, they
might not be for sale, making the option of acquisition less feasible. Starling bank is just one example
of instances when a fintech firm has been approached by investors multiple times, but rejected their

offers and publicly stated that the company was not for sale at any price (Heathman, 2017).

8.2.3. Option 3 —In-house Innovation

The last option that banks have is in-house innovations. As previously discussed, historically
incumbent financial institutions struggled with in-house innovations because of strict boundaries in
operations, lack of freedom and limited resources allocated to disruptive innovations. Therefore, for
this option to be feasible, we need to emphasize the necessity of implementing the recommendation

of changing corporate culture and values provided before. The cultural change is a critical point here,
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as it would change the approach and capabilities of the banks and prevent them from falling into the

same trap over and over again (Kocianski, 2017).

8.2.3.1. In-house Innovation — Benefits and Considerations

In-house innovations would bring great value to the incumbent financial institutions, since they allow
to expand knowledge, generate new competences and gain full control over the process of innovation
and innovations themselves. However, at first it could be relatively difficult for the banks to gain
knowledge over how to innovate without losing the sight of customers’ needs, but this knowledge can
be accumulated over time by starting with little steps at first. Following the lean startup model by
planning the development of innovations in multi stage settings and reaching out for customer
feedbacks after each stage, the banks would be well positioned to quickly learn and develop
competencies. Additionally, having a full control over this process from the very beginning would allow
them to set and ensure a desired level of service quality. Furthermore, all the gains from innovations

would fully belong to banks.

Singapore based bank DBS, as previously discussed, is an excellent example of how in-house
innovations should be approached and utilized by a well-established organization like traditional
banks. In line with our recommendation, DBS bank has started with a shift in its culture promoting
failure as a way of learning, eventually engaging in incremental innovations while carefully listening

to what customers want.

8.3. Sub-Conclusion of Suggested Response to Disruption for Incumbent Financial

Institutions Section

In this section, building on the analysis made earlier in the thesis, we provided a key recommendation
to incumbent financial institutions on how they should respond to the disruption caused by fintech
startups such as Revolut. Our recommendation concluded that a change in leadership values and
corporate culture is needed, so that the ideas associated to the lean method would be advocated at

all levels of a company.

We also presented three different ways how incumbent financial institutions could, following a
successful implementation of our key recommendation, effectively innovate and respond to the
industry disruption. We noted that the suitability and attractiveness of each option to various
incumbent financial institutions can differ depending on an incumbent’s current capabilities to

innovate as well as preference for future development.

The first suggested option for incumbents of the financial services industry was to form a partnership

with fintech startups, large tech companies, or both. We found that a partnership with startups would
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not only benefit traditional banks in the short run by allowing them to take advantage of PSD2, but it
would also open doors to broader integration of financial services’ innovations. By contrast, a
partnership with large techs would allow incumbents to gain access to larger customer base through
different channels and benefit from large techs’ capabilities of generating ideas, offering user friendly
solutions and effectively analyzing data. The key drawback we identified was that traditional banks
would not have control and decision-making power over their partners, especially when cooperating

with large tech companies.

The second option for incumbents was an acquisition of fintech startups, which would allow them to
obtain new competences, resources and innovative ideas, as well as claim the ownership of already
existing innovations. However, we noted that the availability of such option may be limited in reality,

as many fintech startups have publicly declared that they are not available for sale.

The third option was in house-innovation. Compared to the two other options, this option could take
a longer time to yield positive results. On top of that, in addition to cultural change, lean method
would be critical to apply in day-to-day operations when developing innovations. However, all the

gains resulting from in-house innovation would remain within the company.

Page 110 of 137



9. Conclusion

In answering our research question of why the disruption of financial services industry in the 21
century began, what the key success factors of fintech startups in achieving it were, and how the
incumbents of the industry should respond, a combined framework of recent theories was applied to

the case of British startup company Revolut.

Our theoretical framework consisted of (i) Clayton Christensen’s Theory of Disruptive Innovation, (ii)
Eric Ries’ Lean Startup Method, (iii) Rita McGrath’s Theory of Transient Advantage, (iv) approach of
Pricing and Free, as well as concepts of (v) Network Effects and (vi) Switching Costs. Our thesis did not
utilize conventional theories such as Michael Porter’s Five Forces, SWOT and PESTLE to answer the
research question, providing a founded critique of them for being unable to keep up with the current

business trends and failing to explain emerging business phenomena such as industry disruption.

Our case company Revolut was selected after performing a thorough analysis of main digital
challenger banks, a group of fintech startups whose disruptive effect on the financial services industry
has been particularly evident. These challenger banks were compared on a number of variables, such
as customer satisfaction, pricing, product features, presence in various markets, number of customers,
profitability and near-future plans. The British fintech startup Revolut was chosen as the case company
as it was judged to have been the most successful digital challenger bank by far due to various reasons,
such as biggest customer base, highest customer satisfaction, fastest growth, most distinctive product
features, widest market presence, as well as highest investing community trust. On top of that, the

British startup company has set the most ambitious goals for the future among its competitors.

In explaining the reasons of why disruption began, our analysis showed that incumbents of financial
services industry have focused on sustaining innovations, which target high-end customers that have
great demands with a product or service that is better than was previously. Usually, these sorts of
innovations are incremental improvements upon existing products or services that can be sold for
higher profit margins, and this is where incumbent companies have the necessary incentives and
enough of resources to prevail. Besides, sustaining innovation does not have a prerequisite of shaking
up organizational culture, and is therefore relatively easily achieved by established companies as such

technological innovation can be said to be similar to expansion of “business as usual”.

By concentrating on improving their offered products or services for the most demanding customers
which are commonly also the most profitable, established companies overshot the needs of other
segments or simply ignored the less-demanding customers. Revolut, among other fintech startups, on

the other hand, has engaged in disruptive innovations and entered the financial services market by
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targeting those overlooked customer segments. Although Revolut’s value proposition initially was
simple and its offerings could not catch the attention of high demanding customers, the British startup
offered more convenient functionalities at a zero price, helping it to find appeal among the overlooked
less profitable customer segments and build its own network of users, which eventually would make

the startup’s offering even more valuable.

Since its foundation, Revolut has been successfully innovating its existing services and launching new
offerings. Our analysis showed that the key factors of successful innovation are explained by the
startup’s correct approach towards innovation that is preached by the company’s leadership and
reflected in its corporate values. Under such approach, coined the lean startup method, mistakes are
viewed as a means of learning, quick launch is followed by iteration or pivoting of the initial offering,
and innovations require relatively little upfront investment, making the overall risk low. Such method
is the complete opposite of traditional innovation approach, where innovation is associated with long
lead times in the development process, high initial costs, and excessive secrecy with respect to

features of a product or service.

Our analysis also revealed that another important factor of Revolut’s success was the way innovations
are treated — rather than trying to build high barriers to entry and make each innovation a long-term
competitive advantage, Revolut viewed it as a transient advantage that would eventually dissipate

and instead focused on continuously making new innovations.

Given the findings outlined above, our thesis provided a key recommendation to incumbents of the
financial services industry on how they should respond to the industry disruption caused by the fintech
startups like Revolut. Our key suggestion was to change leadership values and corporate culture, so
that the ideas associated to the aforementioned lean method would be advocated at all levels of a

company.

Our thesis also presented three alternative options that traditional banks, following a successful
implementation of our key recommendation, would have in order to successfully innovate and
respond to the industry disruption. Our such reasoning is empirically supported by the success stories
of innovative incumbent banks, like Singapore-based DBS bank, following a change in their attitude
towards innovation. It is important to highlight that the suitability and attractiveness of each option
to various incumbent financial institutions can differ depending on an incumbent’s current capabilities

to innovate as well as preference for future development.

The first suggested option for incumbents of the financial services industry was to form a partnership

with fintech startups, large tech companies, or both. Our analysis showed that large tech companies,
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like Facebook and Google, are likely to take over the role from fintech startups and be the new industry
disruptions going forward in the light of “open-banking” initiatives, such as Second Payment Service
Directive (PSD2), which ultimately requires banks to open up and share in a secured manner their
customer information with other banks and third-party providers. Discussing specific advantages of
such option, our thesis found that a partnership with startups would not only benefit traditional banks
in the short run by allowing them to take advantage of PSD2, but it would also open doors to broader
integration of financial services’ innovations. By contrast, a partnership with large techs would allow
incumbents to gain access to larger customer base through different channels and benefit from large
techs’ capabilities of generating ideas, offering user friendly solutions and effectively analyzing data.
The key drawback of partnership is that banks would not have the ability to make decisions on behalf
of their partners, especially when cooperating with large tech companies that might have considerably

more leverage than startups when it comes to drawing agreements and “calling the shots”.

The second option for incumbents was acquisition of fintech startups, which would allow them to
obtain new competences, resources and innovative ideas, as well as claim the ownership of already
existing innovations. However, the availability of such option may be limited in reality, as many fintech

startups have publicly declared no intention of selling themselves.

The third option was in house-innovation. Compared to the two other options, this option could take
a longer time to yield positive results. On top of that, in addition to cultural change, lean method
would be critical to apply in day-to-day operations when developing innovations. However, all the

gains resulting from in-house innovation would remain within the company.
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10. Reflections

In this section, we will reflect on our thesis. First, we will put our findings and theoretical framework
into wider academic and business context. Second, we will consider what could have been done
differently in terms of methodology, and how we would have potentially approached our research
guestion in that case. Third, we will discuss what new research areas our analysis and findings are

pointing to.

10.1. Academic and Business Implications

As our analysis has shown, traditional strategy theories are proving to be less and less relevant these
days. Conventional arguments, such as intra-industry competition, high barriers to entry, stable
business environment and high level of certainty, are getting less valid in the light of product and

service digitalization.

In the meantime, new ideas such as network effects and continuous incremental innovation are
emerging. Businesses, especially those operating mainly in digital realm, should start turning their
attention to new business models and pricing strategies. As we have shown, certain type of companies
these days can be profitable despite providing their core services for free. This can be achieved via
cross subsidies, by applying freemium pricing model or engaging in three-party markets. In addition,
firms should be aware of high importance of networks, and understand that consumers are choosing
not only a product, but also a network. Third, businesses should be customer-centric, paying close
attention to what their clients’ pain points as well as demands are. By focusing on customers’ demands
and having right corporate values as well as leadership, which does not regard failure as catastrophe,
but rather way of learning, companies could successfully engage in continuous innovation, which has
proven so vital in the banking sector, creating transient, rather than permanent competitive,

advantages.

10.2. Methodology — the Method Not Used

Our thesis attempted to determine the reasons for disruption of the financial services industry in the
21° century and identify success factors of startups in achieving it. To do so, a case-based approach,
using secondary data from various sources, such as journal articles, reports and studies of professional

consultancies and academics, as well as widely recognized and credible websites, was used.

Reflecting on our choice of methodological approach, a different path could have been taken. To
explain why disruption began in the financial services sector, we could instead have conducted surveys
and done focus group interviews. We could have performed surveys, asking respondents to explain

what are the main criteria when determining an optimal financial services’ provider and what kind of
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features they find most valuable, for instance. This would have allowed us to identify main focus areas,
which we would have approached to a greater extent during the focus group interviews. It can be
argued that such approach would have allowed us to evaluate main arguments of our theoretical
framework, and determine whether customers deem network effects and price set at zero as key
factors. In addition, by identifying the main pain points of customers, we would have gained relevant
insight into areas where incumbent financial institutions should be focusing, and been able to provide

recommendations for them accordingly.

That being said, such approach would have not allowed us to explain what reasons led to disruption
in the industry, as was done in our thesis by applying Clayton Christesen’s theory of disruptive
innovation to the case of Revolut. In addition, such method would potentially have not helped us to
identify the cause root of issues that traditional banks face — flawed and outdated corporate culture
and values. As our analysis showed, traditional banks need to change their mindset and approach
innovation differently. Therefore, we would have potentially missed out on one of our key take away

points and focused on other areas in our recommendations’ part instead.

Due to these reasons and given our research objectives, we argue that the case-based approach which

our thesis has used was optimal in this case.

10.3. Suggestions for Future Research

Our thesis showed that recent initiatives, such as the Second Payment Service Directive (PSD2) passed
by the European authorities, requiring banks to open up and share in a secured manner their customer
information with other banks and regulated third-party providers, are changing the rules of game
within financial services industry. We have argued that, in light of such legislative changes, large tech
firms, such as Amazon, Google or Facebook, are likely to become a significantly more active player of
the financial services industry, and therefore put more pressure not only on traditional banks, but also
fintech startups. We therefore argue that such potential changes in status quo are creating ground for
an interesting research area, where for instance the potential impact or future role of large tech firms

in the financial services industry could be analyzed in a great depth.

Another interesting path of future research could be a retrospective study of industries other than
banking sector, which were also disrupted by technological innovations. We argue that it would be
relevant to investigate what strategies successful incumbent industry players followed in response to
challenges that disruption had brought. In addition, it would be interesting to analyze the ways in
which disruptors brought chaos to other industries, and whether such phenomena as network effects
and pricing set at zero were also some of the key drivers of the success of disruptors of other

industries.
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12. Appendices

12.1. Appendix 1. Customer Rating of Starling Bank in App Store

App Store Preview

This app is only available on the App Store for iOS devices.

Starling Bank
STARLING BANK LIMITED

#25 in Finance

% % % % ¥r 1.8K Ratings
Free

12.2. Appendix 2. Customer Rating of Starling Bank in Google Play
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12.3. Appendix 3. Customer Rating of Monzo Bank in App Store

App Store Preview

This app is only available on the App Store for iOS devices.

Monzo Bank
Monzo Bank Limited
#12 in Finance

1.4K Ratings
Free

12.4. Appendix 4. Customer Rating of Monzo Bank in Google Play
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12.5. Appendix 5. Customer Rating of Atom Bank in App Store

App Store Preview

This app is only available on the App Store for iOS devices.

Atom bank

Atom Bank plc
#165 in Finance

* % ¥ 7v 188 Ratings
Free

12.6. Appendix 6. Customer Rating of Atom Bank in Google Play
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12.7. Appendix 7. Customer Rating of N26 in App Store

App Store Preview

This app is only available on the App Store for iOS devices.

N26 - The Mobile Bank

Bank anywhere, with your phone

N26 GmbH

% %k K # 43 Ratings

Free

12.8. Appendix 8. Customer Rating of N26 in Google Play
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12.9. Appendix 9. Customer Rating of Revolut in App Store

App Store Preview

This app is only available on the App Store for iOS devices.

Revolut - Beyond Banking
Revolut Ltd

% % % %k 2K Ratings

Free

12.10. Appendix 10. Customer Rating of Revolut in Google Play

' Google Play  search ES
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12.11. Appendix 11. Spot Rate of DKKUSD Offered by Nordea as at 30 April 2018
(Nordea, 2018)

Bestil rejsevaluta

= Vazelg valuta (1/3)

Valuta * Veelg valuta n
Belob * ‘ | -
Belobet angives i: @ Danske kroner

Fremmed valuta

Din bestilling USD 1.582,63 koster
10.000,00 kr 2€

Den viste pris er vejledende. Vaer opmaerksom pa, at den
endelige pris er den der gzelder pa afregningsdagen.

12.12. Appendix 12. Interbank Spot Rate of DKKUSD as at 30 April 2018 (Bloomberg,
2018)

DKKUSD Spot Exchange Rate
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12.13. Appendix 13. Timeline of Revolut Related Events
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2016 May 20

2016 June 17

2016 July 22

2016 July 23

2016 August 3

2016 August 22

2016 August 26

2016 September 5

2016 September 6

2016 September 7

2016 September 21

2016 October 1

2016 October 5

2016 October 22

2016 November 7

2016 November 30

Revolut founded (Revolut, 2015)
Revolut 2.0 launched, offering many new features (Revolut
(K), 2016)

Revolut 2.4 launched, introducing new security features,
such as location-based security (Revolut (L), 2016)

Revolut 2.4.3 introduced, allowing to export statements
(Revolut (G), 2016)

Contactless Revolut debit cards become available (Revolut
(S), 2016)

Topping up of Revolut account becomes instant. Visa and
MasterCard credits cards can now be used for topping up
(Revolut (V), 2016)

Revolut 2.6 version becomes available, allowing to add
receipts and notes to transactions (Revolut (M), 2016)

Revolut becomes available for Apple Watch (Revolut (O),
2016)

Automatic top-up introduced (Revolut (H), 2016)

Bill splitting feature is now available (Revolut (F), 2016)

Revolut Community page is launched, where people can
raise questions, share ideas, and provide feedback (Revolut
(E), 2016)

Update to Fair Usage Policy — a fee of 0.5% is levied on cross
currency transaction above 6.000 euros per month (Revolut
(U), 2016)

Revolut starts involving its users to test Beta version for bugs
and glitches (Revolut (A), 2016)

Revolut express delivery is now available (Revolut (N), 2016)

Top up using Apple Pay and Apple Watch are now available,
increasing Revolut’s compatibility with existing products
(Revolut (R), 2016)

Transfers in 23 currencies are now available (Revolut (T),
2016)

Request money from friends feature becomes available
(Revolut (J), 2016)

Top-up by Android Pay becomes available (Revolut (Q),
2016)

Spending analytics introduced (Revolut (D), 2016)
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2016 December 12

2016 December 16

2017 January 6

2017 January 17

2017 February 3

2017 February 7

2017 March 23

2017 May 18

2017 June 30

2017 July 12

2017 July 17

2017 August 17

2017 September

2017 October 17

2017 November 8

2017 December 7

Fair Usage Policy update: a monthly free ATM withdrawal
limit of £200, with a 2% fee thereafter introduced (Revolut
(U), 2016)

Spare Revolut cards introduced, allowing users to link
additional physical Revolut cards to their account (Revolut
(C), 2016)

Revolut 3.5 introduced. Users can set limit on each card
linked to their Revolut account, as well as a hard limit on the
account (Revolut (H), 2017)

Instant bill splitting is now possible (Revolut (K), 2017)

Rita, Revolut’s Intelligent Troubleshooting Assistant, is
introduced (Revolut (C), 2017)

Current accounts introduced to the UK residents. Users can
now receive GBP payments, such as salary, into their Revolut
account (Revolut (1), 2017)

Revolut launches a premium account (Dillet (B), 2017)

Top up with PLN and CHF is now available (in addition to
existing EUR, GBP and USD) (Revolut (L), 2017)

Revolut users can now hold, exchange and send make instant
fee-free money transfers in 11 new currencies. In total, 16
currencies can now be managed in Revolut app (Revolut (E),
2017)

$66m Series B fundraising round finalized (Revolut (A), 2017)

Free personal EUR accounts launched. Users can now
receive EUR payments from anyone, anywhere, including a
salary (Revolut (F), 2017)

Business accounts launched. Revolut starts serving the most
demanding customer segment (Revolut (D), 2017)

Mobile phone insurance is now offered by Revolut (Dillet (C),
2017)

Recurring payments launched. Users can now make regular
payments to cover bills, such as monthly rent or mortgage,
alongside being able to regularly send money abroad to
family and friends in just a few easy steps (Revolut (G), 2017)

Revolut applies for a European banking license (Revolut (N),
2017)

Cryptocurrency trading platform launched. Customers are
now able to buy, hold and exchange Bitcoin, Litecoin and
Ethereum in just 30 seconds at the best possible rates
(Revolut (J), 2017)
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2017 December 31

2018 January 13

2018 January 17

2018 January 29

2018 February 13

2018 February 21

2018 March 7

2018 March

2018 March 22

2018 April 4

2018 April 17

2018 April 23

2018 April 26

2018 April 28

Revolut breaks even on a monthly basis for the first time,
claiming to be the first digital challenger bank to have
achieved this (Browne (B), 2018)

Second Payment Services Directive (PSD2) takes effect in
Europe, changing the rules of game in financial services'
industry (European Commission, 2017)

Geolocation travel insurance is now offered by Revolut
(Revolut (J), 2018)

24/7 support becomes available (Revolut (A), 2018)

Price alerts introduced (Revolut (G), 2018)

Rev Me is launched, allowing to instantly collect money from
friends or others for splitting a bill or rent, for instance
(Revolut (H), 2018)

Revolut announces it will create a Public Board, where users
will be allowed to suggest new features (Revolut (O), 2018)

People near me functionality enabled to enable payments to
people nearby ('proximity payments') (O'Leary, 2018)

Virtual disposable cards introduced, minimizing the risk of
online-payment fraud (Revolut (E), 2018)

Revolut is about to expand into Singapore, shortly followed
by entrance in markets in North American and Asia-Pacific
(Revolut (L), 2018)

Vaults are introduced, a feature that rounds up spare
change and saves it (Revolut (M), 2018)

EUR direct debits are introduced (Revolut (F), 2018)

$250m Series C fundraising round finalized
Revolut's current valuation stands at $1.7b, making it a
fintech unicorn (Revolut (K), 2018)

Over 100,000 people from markets that Revolut will enter
(United States, Canada, Singapore, Hong Kong, Australia and
New Zealand) in 2018 have signed up on waiting lists with
thousands joining every day (Revolut (D), 2018)
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