Disruptive Force

Raja Palaniappan, a
SanFrancisco native,
is part of awave of
entrepreneurs lighting
up London’s fintech

Fintech

olLIGON

ROUNDABOUT

Fintech start-ups are thriving in London thanks to strong
support fromthe City’s big financial institutions and a help-

ing hand from government. B'cllal'les Wallace
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ORAJAPALANIAPPAN
WORKED AT CREDIT SUISSE
INLONDONAS ABOND TRADER
FORANUMBER OF YEARS
BEFOREDEGIDINGTOGOOUT
ONHISOWNANDLAUNGHAN
ONLINEMARKETPLAGEGALLED
ORIGINMARKETS, WHIGH
SEENS TOREVOLUTIONIZEPRI-
VATEPLAGEMENT BONDISSU-
ANGEBY ELIMINATING

intermediaries like Goldman Sachs Group. Although American by
nationality, Palaniappan decided to open his platform in London
because he felt the city offered greater opportunity than New York
orSilicon Valley for a new financial technology, or fintech, company.

“London does have a competitive advantage in fintech because
you’'ve got technology in Old Street and finance on Liverpool Street
and they’re about three quarters of a mile apart,” Palaniappan says,
referring to two areas of the City of London financial district. “In the
U.S.technologylivesonthe Left Coast and finance on the Right Coast,
and there’slittle consolidation between the two.”

A wave of investment is following entrepreneurs like Palaniap-
pan to the British capital. According to consulting firm Accenture,
Europe isthe world’s fastest-growing area for fintech funding, with
spending rising 215 percent last year, to $1.48 billion. London had
the largest share of that investment, growing from $264 million in
2013 to $623 million in 2014. Although the
U.S.continuestolead overall fintech fund-
ing, with $2 billion in 2014, much of that
was Silicon Valley-based investment in
business-to-consumer start-ups like Lend-
ingTree, anonline exchange thatconnects
consumers with lenders; in London much

Activity by regionin2014

EUROPE’SFINTECHLEADERS

Canadian who runs Anthemis Group, a firm that advises
and invests in fintech start-ups from offices near Oxford
CircusinSoho.

London’s growth as a fintech hub is not exactly sur-
prising. The city is the world’s leading center for interna-
tional wholesale financial services. It boasts more banks
than Hong Kong or New York, leads the world in foreign
exchange trading, has vibrant asset management and
insurance sectors, and is home to the Eurobond market.
Inaddition, fintech enjoys strong support from the British
government, which sees the financial services sector as
essential to the health of U.K. Plc and technology as criti-
cal to maintaining London’s competitive edge. Financial
services employ some 2 million people, or about 7 percent
ofthe country’s workforce, and generate 10 percent of the
U.K.sgrossdomestic product.

The government funds a variety of organizations that
supportwhatisknownlocally asSilicon Roundabout, offers
taxincentivestoinvestorsand hasstreamlined regulations
for start-ups — a crucial advantage in heavily regulated
financial services. Officials have even promised to fast-
trackvisasfor companiesseekingtoimporttalent, though
some start-ups complain aboutdifficultiesin getting soft-
ware engineers into the country from Eastern Europe. In
atellingindication of this political support, when a group
of fintech companies recently traveled to Singapore to

demonstrate their wares, the delegation wasled by London’s popular
mayor, Boris Johnson.

The government “wants the U.K. to lead the world in developing
fintech,” Chancellor of the Exchequer George Osbornesaid lastyearin
aspeech tolaunch Innovate Finance, a govern-
ment-funded agency for fintech investments.
Osborne also announced that a government
bank was doubling its investment in the sec-
tor, to $250 million. “You need the best envi-
ronment, the right tax system, the appropriate
regulatory rules, the best infrastructure and a government that gets
outthereintheworld and sells your products and services,” he said.

The London fintech ecosystem currently has 70 shared office
spaces for tech companies with names like Huckletree, WeWork and
TechHub, which rent desks and provide such amenities as gourmet
coffee, video game rooms and showers to
itinerantentrepreneurs. The city alsoboasts
36 business accelerators, which provide
mentoringaswell as office space. The accel-
eratorsaresponsored by companiesranging
from Techstars, a Boulder, Colorado-based
outfit, to Barclays Bank. Virtually every

Melting Pot

London attracts global
talent like Erkin Ady-
lov, from Kyrgyzstan,
whose start-up makes
compliance software.

of the activity is targeted at institutional UK &lreland night there is a conference or gathering
financial services such as banking, insur- devoted to fintech development, attracting
ance, trading and asset management. Netherlands Nordics visitors from Silicon Valley, New York and

“Since the Industrial Revolution, Lon- Russia
don has been the center for international o
commerce, and the melting pot that you
have in terms of people and talent is pretty
unique in the world,” says Sean Park, a

Germany

continental Europe.

London’s greatest advantage may be its
people. AccordingtoLondon &Partners,agov-
ernment-funded agency supporting London
and its economy, fintech already has 44,000
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THE ACCELERATOREFFECT

Cumulative growth rate of fintech investment

workersinthecapital, more thanin New York
orSilicon Valley. And unlikein theU.S.,where
many tech start-upsare founded by 20-some-
thingshopingtooverthrowanentireindustry,
in London a considerable number of fintech
companies are being founded by midcareer
financial professionals with aworking knowl-
edge of financial services firms and markets.
They are often seeking to create technology
solutions that can be used by big institutions,

A former banker in leveraged finance
for Japan’s Mizuho Bank in London, Mala-

g'ﬁ'e‘aﬂd guti hopes his start-up’s online platform
will replace data rooms as a required com-

(E:;OSE ponent of due diligence in the leveraged-

& lreland) financebusiness.

Si“?f;i Yet there are signs that established

Valley institutions are helping the fintech sector

address these issues. Eleven big interna-
tional banks are based within walking dis-

notcompetewiththem.

“Theentrepreneurs here are alittle more experienced, and alot of
people have left established organizations,” says Eric Van der Kleij,
CEOofLevel39, afintech accelerator financed by Canary Wharf Group,
the property company that operates the financial districtin the Dock-
landsareaof East London. “They’ve seen why ‘know your customer’ is
difficult, they see why complianceisdifficult,and sothey come hereto
build abetter mousetrap with all the knowledge and insight of what’s
relevant for their industry.”

Although London has many advantages over other jurisdictions,
the fintech sector there also has two notable disadvantages. The U.K.
lacks the depth and scale of venture capital funding available in the
U.S. And for companies contemplating an initial public offering, the
London Stock Exchange’s AIM marketplacelags farbehind the Nasdaq
Stock Market and the New York Stock Exchange for helping start-ups
emerge as publicly listed entities.

“It’scertainly easiertoraise fundsinthe U.S.,” says Paolo Malaguti,
anItalian whois launching a start-up called Aston Corp. Analytics to

provide credit data on leveraged
onlaI" Al loans to institutional investors.

“The approach here is much more
conservative. I want to go to the
U.S.,butI'mnotready yet.”

tance of Level39’s offices, on the 39th floor
of One Canada Square, the central tower in Canary Wharf. These
banks have gotten the messagethatifthey don’t participatein fintech,
they might lose business to more-agile competitors. Spain’s Banco
Santander hasset upa$100 millionInnoVentures fundin London, and
HSBCHoldingshascreated atech fund toinvestinstart-ups. UBS has
established aLondonlabtostudy blockchain, the technology behind
Bitcoin that many technologists believe will transform a wide range
of paymentservices, making them more secure. Even China’s Alibaba
Group Holding is getting into the act: The e-commerce giant has set
upatechlaboratoryin London for Alipay, its online payment service,
todevelop online payment tools for merchants aswell asapplications
forairline ticketing, utility payments and virtual gaming.

Santander InnoVentures “emphasizes big data applied to specific
problems and digital delivery of financial services — things that
change the way our clients consume financial services,” explains
Mariano Belinky, the outfit’s managing partner. One of the venture’s
early investments was a company called MyCheck, which processes
payments forthe hospitality industry. “We focus on fairly early-stage
investments, such as A or Brounds, that we can take to our clients or
useourselves,” he says.

James Stickland, who heads HSBC’s fintech efforts in London, says
the ferment of activity is fostering a new atmosphere of cooperation

RAJA PALANIAPPAN THINKS
. he hasanideathat Wall Streetis
going to hate.

Thetrader-turned-tech-
entrepreneur wants to do to the business
of private bond placements what
electronic platforms are doing to fixed-in-
come trading: cutting out the investment
banking middlemanand providing inves-
tors (and issuers) with acheaper, more
efficient service.

Palaniappan, 29, clearly seesthe
opportunity, having worked for several
yearsasabondtraderin London at Credit
Suisse and Nomura Securities Co.He
recalls watching hisinvestment banking
colleagues prepare road shows for corpo-
rate borrowers and realizing thatissuance
was “anincredibly manual process,and
there was quite a bit of money that was
being leftonthetable”

So he teamed up with a former
Nomuratrading colleague, Robert Taylor,
tolaunchafintech start-up called Origin
Markets. The outfitis creating an elec-
tronic platformthat will allow corporate
borrowers to offer private placement
bonds directly to institutional investors.

Origin was one of eight start-ups
chosen by Barclays Bank earlier this
year tospend nearly three months inits
fintech accelerator in East London’s Mile
End neighborhood. There, Palaniappan
got torefine hisidea and build a working
model of Origin’s electronic platform. The
two partners have just completed a round
ofangelinvestment, raising £850,000

($1.3million) from an undisclosed venture
capital firm,and have added two staffers,
bringing their total head count to six.

“Weintend to use the £850,000 and
the new staff to showcase the platformto
potential clients and aim to launch to the
public early next year,” Palaniappan says.
“Our clients are institutional investors on
oneside, but onthe other our clients are
corporate treasurers.”

Ironically, Palaniappan hails from
San Francisco, an hour’s drive north
of Silicon Valley. But after earning an
electrical engineering degree from
Massachusetts Institute of Technology,
he went to work at Lehman Brothers
International in London, then joined
Nomura when Lehman collapsed.

Later,onthe corporate bond desk at
Credit Suisse, he watched as hedge funds
repeatedly made tidy profits by capital-
izing on their access to corporate bonds
atissuance and promptly flipping themin
the secondary market.

Palaniappanseesa shiftininfluence
from sell-side firmsto the buy side, with

big funds like Canada's Ontario Teachers’
Pension Plan hiring investment bankers to
manage their money. “We've seenaninter-
est fromthose guys to explore other ways
of deploying their capital rather thanjust
waiting for the syndicate pipeline,” he says.
Oneofthe attractions of setting up
in London is that the private placement
businessisless developedthaninthe US.
and offers greater scope to a disrupter
like himself, Palaniappan says. He also
believes Europeis a particularly ripe
market because banks tendtolend to
their own national champions. Origin will
give Frenchand Dutch institutions, say,
anopportunity to buy privately placed
bonds from a German company that they
might never seeinthe current setup.
Palaniappan acknowledges that
start-up funding is more plentiful —and
valuations more lofty —inthe US. “But
Ithink fintechis one of the areasin
which London does have a competitive
advantage because greater influences,
such as mentorship from other entre-
preneurs, are here,” he says. —CW.
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between tech start-ups and big
financial firms. “Two years ago
every fintech companywanted to
takedown abank,” hesays. “Eigh-
teenmonthslater theinstitutions
arenow sayingthereisadegree of
opportunity to partner here: You
guysare supersmartand can cre-
ate something new — why don’t
weworktogether to offer abetter,
more cost-effective experience for
our clients?” Stickland declined
to confirm reportsthat HSBC has
invested $100 millionin fintech.

Barclays has taken a different
approach. Instead of investing
directly in start-ups, the bank
last year set up an accelerator in
cooperation with Techstars in a
renovated warehousein Mile End,
aonce-shabbyareaofEast London
that’s on the rise. The accelerator
provides mentoring and achance
to have a big bank as a customer;
Barclays does not invest in the
start-ups, but Techstars takes a
smallstake.Barclaysplanstoopen
similar acceleratorslater thisyear
inNew Yorkand HongKong. Derek
White, the American who heads
Barclays’digitalinitiativesin Lon-
don, sayshebelievesthatstart-ups
need clients more than they need
investmenthelpand that Barclays
can be a great potential client for
many ofthem.

“Wefind that when we engage
the big consultants and large
technology providers, we getthe
recycled thinking of what all of
our peersare doing,” White says.
“We wanted to engage really dis-
ruptive entrepreneurs directly,
so we set up this physical space.
Thenwe goandidentify strategi-
cally the technologies that we think can, and will, disrupt our indus-
try.” Barclaysacquired one start-up company, Tryum, to work with its
Pingit mobile payments networkand try tointegrateitintothe bank’s
customer platform.

GregRogers, the American Techstars executive who runs the Bar-
clays accelerator in Mile End, says banks like Barclays are facing
“death by a thousand cuts” because each of the new start-ups can
take away a tiny slice of their business. “The large incumbents are
coming to Techstars and they’re saying, ‘“We need a strategy for how
to think about partnering with outside innovation’ because there’s a
recognition onthe part ofthe incumbents that with thisacceleration

Stepping Stone Paolo Malaguti wants to get his credit analytics firm going in London before raising money in the U.S.

of entrepreneurship, most innovation is going to happen outside of
theirwalls,” Rogers says.

Julian Skan, the Accenture executivewho headsthe firm’s London
fintech accelerator, says the banking industry cannot be entirely
replaced by digital companies, as is happening in some other indus-
tries, because of legacy regulation and customer stickiness, so banks
will have to adopt some of the disruptive technology themselves.

“We believe that roughly 80 percent of the value that will be deliv-
eredbydigitaldisruptions needstobedelivered by getting the existing
players to provide those services,” Skan says. “If a business which is
very safety-conscious, legacy-oriented and risk-averse is asked to
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adapttodigital technology, that’s going tobe ahuge change of culture,
investment focus, talent, and they’regoingtoneedalotofhelptodoit.”

There’s no shortage of eager enterpreneurs from across Europe
trying to provide that help. One is Van der Kleij, the Dutch-born CEO
of Level39. Entering the accelerator is like walking into the bar scene
in the original Star Wars movie, with people from a diverse range
of cultures speaking a babble of foreign languages in open-plan,
communal workspaces. “One of the great things about Londonisthat
diversity adds to innovation,” says Erkin Adylov, an entrepreneur
from Kyrgyzstan who founded a start-up called Behavox to monitor
employee communications for compliance departments. “There are
only two Brits on the whole floor here.”

VanderKleijsays one of London’s great strengthsis the knowledge
and experience of the City’s workforce. “We have generations of talent
that have gone through the financial services sector and are continu-
ously feedingit,” he says. “From our academicinstitutions, peopletra-
ditionally get hoovered up by the major financial services companies.
This has created two advantages: a huge talent pool and a knowledge
pool, whichisreflected in the maturity of the institutions here.”

Thatenvironment has fostered therise of entrepreneurswhoare cre-
atingservicesdesigned tobe used by existing financial services players
tocutcostsand streamline theirbusinesses. Examplesinclude DueDil,
which providesonlineresearch assistance toanalystsand compliance
departments; Acturis, a front- and back-office system used by brokers
and underwritersintheinsurance industry;and Algomi, which makes
bond-trading software for banks and institutional investors.

Oneideagainingtractioninthefinancial communityistodevelop
software solutions that can become acommon standard, rather than
developing proprietary software for only one company. “Banks are
recognizingthattoadoptthesethingstheyneedtocollaborate more,”
says Accenture’s Skan. “If distributed ledger technology is going to
beusedinthetradinglife cycle, it will take more than one bank to say
they’regoingtodoit.”

A surprising early player in the London fintech world is the
Financial Conduct Authority. The U.K. regulatory agency was once

“Forus thedecisionis simple: move to the U.S.and
achieve our goal of heing alisted company, or stayin the
U.K.andsomehow developas part of the ecosystem.”

ERKINADYLOV, Bchavox

considered astaid, conservative overseer, but to help supportthe gov-
ernment’scampaign onbehalfoffintech, the FCAlast year established
what it called the Innovation Hub, with a staff of seven and a budget
of £30,000 ($46,000).

The Hub is designed to help start-ups determine whether their
activities will need to be regulated; this can be crucial to a company’s
efforts to raise venture capital and find clients. Although the FCA
gives companies a quick indication of whether they would fall under
regulation, it does not allow them to share this “informal steer” with
third parties because of the limited information involved, says FCA
spokeswoman Meredith Barker.

Sofar,the FCAhas provided advice to276 companiesand accepted
171 in its formal program, which gives legal advice and reviews
an organization’s business plan to determine which permissions
the company needs to carry out its business. “The whole service is
pretty revolutionary and was basically set up as a start-up within the
FCA —notan easy thingtodoin any regulator,” says Angus McLean,
apartnerat London law firm Simmons & Simmons who specializesin
fintech. “Thisisonewaythelegal and regulatorylandscapeisfavoring
the growth here.”

The government is also lending a hand with two other programs
—the Enterprise Investment Scheme and the Seed Enterprise Invest-
ment Scheme — that provide tax relief for individuals investing in
fintech companies. The Seed Enterprise strategy gives investors
50 percent tax savings on profits earned from investments of up to
£100,000in start-ups.

The U.K. Treasury hassought to promote the fintech environment
by launching a digital currency consultation to consider ways firms
could move money digitally in a more efficient manner using tech-
nology similar to Bitcoin, and a payment systems reform designed to
allow new players accessto the U.K.’sbanking payments system, says
Claire Cockerton, CEO of ENTIQ, a digital investor and adviser. Now
when a bank rejects a small-business loan, it is required to provide a
referral to one of the new breed of peer-to-peer lenders, according to
the Small Business, Enterprise and Employment Act, which isin the
process ofbeingimplemented after being enacted earlier this year.

For all the benefits London offers to young companies, start-up
financing remains a sore topic. Only a small number of local firms
offer angel or venture capital funding to the sector, despite its growth
potential; much of the funding comes from U.S. venture firms or
international companies.

“Ithinkit’scultural,” says Anthemis’s Park. “Inthe U.S. most of ven-
ture capital’s limited partners are pension funds, university endow-
ments, family offices or high-net-worth individuals, and those either
don’texisttothesameextentin Europe orthe U.K., ortherisk profiles
thatthey’relooking at tend to be much, much more conservative.”

U.K. universities are public institutions and don’t
have large endowments like their U.S. counterparts.
Family office wealth tendstobe held by the descendants
of entrepreneurs who earned their money shortly after
World WarII, and those investors aim for preservation of
capital rather than the rapid growth that can come from
investinginstart-ups.

“WhenItalktoU.S. venture capital firms, they always
say that we are not asking for enough money,” says one
start-up entrepreneur. “It’sacompletely different world
thanintheU.K.”

With London & Partners estimating that fintech investment in
Londonreached $472 million in the first half of 2015, venture capital is
clearly starting to flow at a significant pace, although the amount still
lags farbehind what Silicon Valley is raising for fintech in the U.S.

Another major obstacle facing start-ups: limited exit possibilities
relative to the U.S. market. Lending Club, a San Francisco-based
peer-to-peerlender, was valued at $8 billion on its first day of trading
onthe NYSE, in2014. By contrast, nosingle company raised more than
$100 million last year with an IPO on the LSE’s AIM marKet.

Analysts say the valuation gap reflects two key factors. The first is

October 2015/ institutionalinvestor.com



33

thesheersize ofthe U.S. market, which makes consumer-focused busi-
nesses like Lending Club more valuable than their U.K. counterparts.
In addition, U.S. investors have much more experience investing in
tech start-ups than their U.K. and European counterparts; this also
tendsto generate higher valuations.

“Forusthedecisionissimple: Movetothe U.S. and achieve our goal
of being a publicly listed company, or stay in the U.K. and somehow
develop as part of the ecosystem,” says Behavox’s Adylov, who like
many fintech pioneersisstayingin Londontobuild his customerbase
and refine his conceptbefore deciding whether to movetothe U.S.

The exit experience in the U.K. is still pretty grim. The U.K. had 19
techIPOsin 2014, accordingtowebsite TechMarketView, but none was
a fintech company. Many of the IPOs were by companies operating
fairly simple web-based services like selling washing machines or
takeout food.

So alarmed is the government by this state of affairs that the
Information Economy Council, a joint industry-government body,
commissioned Sherry Coutu, one of the country’s leading venture
capitalists, tosuggest ways of improvingthe situation. Coutusaid the
government needed to put more emphasis on scaling up small com-
panies to become global players — not just on helping start-ups. Her
Scale-Up Report called for more investment by the British Business
Bank, a government lender; allowing individual savings accounts,
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akintoU.S.individual retirement accounts, toinvestinstart-ups; and
increasingthe maximum amount venture capital trusts caninvestin
individual ventures. But Coutu’s report didn’t prescribe any solutions
for therelative dearth of IPO opportunities for fintech start-ups.

With dim prospects for going public, many fintech companies are
focusing on an industry sale. Accenture’s Skan says the buyers will
more likely be financial industry service providers like Accenture or
British financial consulting firms HCL Technologies and Emphasis
than the bigbanks, which he says are loath to make long-term invest-
mentsintechnology that may be overtaken quickly.

“In many cases banks will try not to buy the company but license
thetechnology,” Skansays. “They will buy the code, deployitand then
kickitoutinayear’stimeif somethingbetter comesalong.”

The result is that London has a thriving start-up culture in the
financial servicesfield, with many more resources devoted to helping
young companies get going. But if the U.K. hopes to produce global
playersalongthelines of PayPal Holdings, it will have to make the exit
strategy more appealing.

The country already has the talent, in ventures such as currency
platform TransferWise, peer-to-peer lenders like Zopa and online
investment management firm Nutmeg. It now needs to find ways to
allow companieslike these to grow fromlocal heroestointernational
starswithoutleaving British shores. ®




