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INTRODUCTION

Business banking refers to the offerings a financial institution provides to its business
customers. Examples of offerings include: cash management, credit facilities, deposit
accounts, payments, foreign currency conversion, and group benefits.

The world of business banking is currently undergoing a paradigm shift. The
ecosystems that support interactions between banks, their customers, and other
intermediaries (such as FinTechs) are changing due to shifting customer expectations,
demographics, technology, and business models. This is especially true for small and
medium enterprises (SMEs).

This point of view will describe the current state of the industry, identify notable trends,
and provide our opinion on what the future of business banking could look like with
sound advice to help you meet tomorrow's challenges.

Disclaimer: this point of view reflects Capco’s professional opinion on the subject matter. Its content including predictions,
statements and recommendations has been generated through diligent efforts of qualified professionals, and, as indicated by
footnotes, is based on data and information published or otherwise provided by others. Although this point of view is an
assessment of the current state of business banking, as well as current and future trends, it in itself does not provide, nor
shall it be construed as, a warranty or guaranty of any specific outcome.



This section outlines the Current State of Affairs from the point of view of
cu R R ENT STATE u F AFFAI R Small and Medium sized Enterprises (SMEs) and banks.
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SMEs Still Rely On
Traditional Banking
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Number of branch visits per year = Retail Customers SMEs

Research from J.D. Power indicates that SMEs still heavily rely on

traditional "personal engagement" banking for their core needs, especially
when compared to Canadian retail customers. With such a captive audience,
Canadian banks have a built-in customer base when introducing new /
enhanced products to market.

This means that while banks will need to play catch-up with new entrants for
certain growth opportunities, banks as a whole still hold a competitive
advantage in serving their customers' core financial needs.['!
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Canadian SME’s
Satisfaction

Canadian SMEs who believe they are well served by their FIs2

Canadian SMEs who feel like their banks are treating them fairly(

Canadian SMEs are generally satisfied by the level of service that their existing
banks provide. The enhanced level of trust also implies that SMEs would be
more confident in trying out new products that are offered by their banks.

Nonetheless, Canadian banks should not allow this level of customer
satisfaction to lull them into complacency. Instead, this should spur them into
pushing the envelope in product and service innovation.



Increasing Gompetition
From New Entrants

North American SMEs already using Non-Banks

North American SMEs considering using Non-Banks in the future

48% of SMEs in North America are already using services offered by non-
banks in some capacity, while 53% of SMEs in North America have considered
using services offered by new entrants in the future. New competitors continue
to disrupt the established business banking ecosystem by offering traditional
banking services in new and innovative ways, which is directing revenue away
from the banks at a rapid pace.!!
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Decreasing
Client Loyalty

36%

2015+

North American SMEs who have switched their primary Fls

In 2014, more than 15% of SMEs in North America changed their primary
bank. This trend was intensified with an estimated 36% leaving in 2015 and
beyond. We expect this number to increase in the coming years as non-banks
continue to create packaged products that are both complete and tailored for
the needs of the SMEs.

Banks can avoid this attrition if they offer curated services aimed at SMEs and
one such way of accomplishing this is to partner with other vendors.!



Difficulty In
Obtaining Finance

Canadian SMEs facing difficulties obtaining the capital needed to grow their business

Canadian SMEs facing A/P issues due to inadequate cash flows®

It is currently difficult for SMEs to obtain financing from banks due to a variety
of factors such as a lengthy application process, large amounts of required
documents, or uncertainty on their application status. As such, many SMEs
have looked to new entrants, mostly FinTech companies, because their credit
application processes are digital, streamlined and simple.
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Online Banking Services
For SMES Are Not Mature Yet

Credit / Financing
Deposit / Investments

Access fo Networking

Insuring Risk

Tax, Legal & Regulatory

[ o [ ] [ o o
Percentage of SMEs 0% 20% 40% 60% 80% 100%

Current Channel Usage: ~ Web/Mobile  Call Centre  Preferred Channel Usage: -~ Web/Mobile

There is a gap between the percentage of SMEs who would like to perform
banking services online vs. those who actually do so in practice. This gap can
be attributed to the lack of functionality and ease-of-use in existing platforms of
the traditional bank.[!



Increased Regulatory
Gompliance

Basel Il vs Basel Il Requirements

B0 o

0% o

- -
BASELII BASEL I

® Tier 1 Common Tier 1 Capital Conservation Buffer ® Countercyclical Buffer

With the implementation deadline for Basel Ill fast approaching (March 31, 2019),
and a Basel IV Accord already in the works, capital requirements will become more
and more stringent. If coupled with the potential decline in deposits from retail and
business accounts, banks will face severe liquidity pressures which may result in a
contraction in credit.
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To Recap

SMEs are the largest and most frequent users of core banking
services through traditional channels (e.g. in-branch) and have
generally been satisfied with these services.

Despite this, incumbents are facing increased competition from
non-banks who are providing a more customized and simplistic
approach to traditional services.

While banks continue to perform their services in a conventional
manner, they are lagging behind in the "digital-first" world.



This section outlines the Canadian and Global trends experienced in the world
of Business Banking for Small and Medium sized Enterprises (SMEs).
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Gontinued Growth In FinTechs

FinTech adoption rates in Canada have grown significantly in the past 2 years
and are expected to continue in the near future. To prevent attrition, banks
must offer greater value-added services rather than commoditized banking

products.

Canadian FinTech Adoption Rates!”

[ J
Near Future

°
Year 2015 2017

Due to the complexity in obtaining financing when needed, SMEs are
beginning to look to non-traditional forms of funding. The following statistics
show the projected percentages of SMEs who choose to fund their businesses
through various unconventional channels in 2018.51

32% 30% 30% 30%

CROWDSOURCING CREDIT CARDS P2P OPTIONS SUPPLY CHAIN
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Increased Fl & FinTech Partnerships

Recognizing the threat of new entrants, banks are increasingly partnering with
FinTechs who offer complementary services. This trend will continue, where
88% of Canadian banks plan to either continue, begin, or increase their
partnerships with FinTechs.

Canadian FinTech Partnership Projections®

o

° ° °
Year 2017 Near Future

Financial Institutions continue to not only partner, but also acquire FinTech
companies. In the next 3-5 years, 50% of Financial Services firms plan to
acquire FinTechs and incorporate them into their existing ecosystems. !
These acquisitions not only give banks greater economies of scale, but also
add a greater variety of services which may be simultaneously offered to
the customer.



Partnerships With
Leading Universities

In addition to innovation labs, a number of banks have partnered with
Canadian universities to catalyze their innovation. This provides additional
means of attracting the best and brightest young minds to the industry.

In-House
Innovation Labs

Banks around the world have formed their own in-house innovation labs.
These banks are just some of the many around the world who have begun

to invest significant amounts of resources in developing their own 'Digital
Factories'. They recognize the importance of continuous innovation, speed to
market, and attracting and retaining top talent, in order to remain competitive
in the marketplace.
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SCOTIABANK / Ivey Business School, Queens University, Rotman School of Business
BANK OF MONTREAL / Ryerson DMZ Incubator
TORONTO DOMINION BANK / University of Waterloo Innovation Hub
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Tech Giants: Ecosystem + FinTech To Recap

In an effort to capitalize on their existing ecosystems and user base, technology FinTechs have seen adoption growth in recent years as SMEs
companies have already begun integrating financial service offerings into their platforms. are looking for non-traditional forms of service provisioning.
As indicated in the chart below, payments was the first service to be integrated.

As a response to the increasing growth of FinTechs, banks have

Overseas technology companies have started to integrate insurance, wealth opted for two approaches - partnering up with FinTechs, and

management, credit score monitoring, and personal lending into their platforms. creating in-house innovation labs.

This is a notable trend that has slowly started to permeate into the Canadian banking

landscape. To be a market leader, both banks and FinTechs will need to
capitalize on existing ecosystems through well formed synergies

Banks are at risk of losing customer loyalty if they do not adjust to these trends. However, between service offerings and technologies.

having recently developed solutions for mobile payments (Apple Pay, etc.), banks are
positioned to move swiftly.

Apple Google Facebook Amazon Alibaba
Tech Giant Mobile Platform Search, Mobile OS Social Network E-commerce E-commerce Credit Score
hd ? Monitoring
Group Payments .
1 Wealth
, a A L1I PIE\E ® —® Ma?agement
Retail Payments S Pay pay amazon pay
Micro
e u Lelndlng
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This section explains the key concepts of an ecosystem, as well as the past, present
(paradigm shift), and the future states of the business banking ecosystem for SMEs.
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What Is An Ecosystem?

An ecosystem is an integrated system of connected parties, where each party forms beneficial relationships with
one another and shares a set of common goals. Each party has a defined role, and information is shared amongst
all parties. As a result, ecosystems make the customer journey easier by reducing the friction of data exchange.

The example below showcases how a customer interacts within an ecosystem when running weekend errands.
Some services are provided by Costco, an integrated ecosystem, while the other services need to be sourced by
the customer elsewhere.

m Services / Offerings

Food and Household Items

o Tire and 0il Change co sﬂc
cosrco | o Gasoline EWHOLESAg

‘ =——=WHOLESALE > Photo Centre
o Optical Independent Optometrist
- ° Pharmacy 2 [ndependent Pharmacy
Customer s Dining Out Restaurant
. Shopping Mall ° 3
° Clothing Clothing Store
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Insights

Service offerings within an ecosystem are
complementary to one another. This
provides the customer with a channel for
one-stop shopping and provides the
business with an opportunity to cross-sell.

Not all services need to be operated by
the host of the ecosystem. For example,
while Costco operates the ecosystem, its
pharmacy is owned and operated by a
third party company.

Some services are purposefully not
integrated within an ecosystem. This is
due to these services having low
synergies with the company's core
offerings or due to a lack of expertise in
that service. For example, Costco does
not offer financial services.

14



Historical State:
Business Banking Ecosystem

Services
. Depaosit
. Lending
. Accounting
©
. Payroll
""""" .
L_____ . Legal
SME
—e Marketing
—e Real Estate
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Business Bank

Accountant

FinTech

Lawyer

Marketing Firm

Realtor

In the past, SMEs would get all their services through different service providers, with the bank
being just one of them. The diagram below showcases the sample service requirements for SMEs
and the operators who provide them when a SME starts a new business.

SMEs open a business bank account and use deposit
and lending services

SMEs hire accountants for bookkeeping and tax services

SMEs use FinTechs for payment/invoicing/loan/cash
management services

SMEs hire lawyers to incorporate/register their
business and other legal services

SMEs hire marketing firms for traditional marketing services,
website design, search engine optimization, etc.

SMEs hire realtors to look for office rentals

Banks were historically viewed as "just another" service provider for the SMEs.



Paradigm SI.“". Based on recent developments and trends in technology, banks are beginning to form their own micro-ecosystems by
forming beneficial partnerships with other service providers. The diagram below shows the larger ecosystem with all
In Ac“un the key operators, as well as, the micro-ecosystems created by the bank. This shift allows SMEs to enjoy a wide array
of services offered by the bank when starting a new business.

Services
e Deposit FinTech
. Lending . . .
Business Bank SMEs use banks to obtain deposit, lending, cash
* management, and payroll solutions. However, SMEs
° e cannot rely on banks alone for all services.
_________ SMEs hire lawyers to incorporate/register their business
M El L and other legal services.
d Marketing Marketing Firm SMEs hire marketing firms for traditional marketing
SME services, website design, search engine optimization, efc.
. Real Estate Realtor SMEs hire realtors to look for office rentals.

Banks are well positioned to become the key players within the business ecosystem for SMEs. They have the
most access to client data, client capital, and adhere to the highest security and regulatory requirements.®!
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Tre"ding I:u.l.ure Based on the accelerating pace of change within the industry, most service needs of SMEs are met through the
business banking relationship. Similar to the "Costco-model" as mentioned earlier, leaders in banking will evolve into
S'I'a'l'e View fully integrated ecosystems by collaborating with FinTechs and other 3rd parties to provide a full suite of high value-
added services necessary to SMEs. The example below showcases how this ecosystem would look like in the future.

services

e Deposit FinTech

e Lending Lawyer

e Accounting Marketing Firm

Business Bank

e e Payroll

. Legal Banks will now provide a multitude of services.

......... [
e Marketing SMEs will only have to provide their information once.
With their permission, banks can share their data among
SME their 3rd party partners, thus improving the overall
1 Real Esrare Realtor customer experience.

Some services, such as Real Estate, may not be seen as essential or complementary to the rest of the bank's
offerings. As such, banks may not see a business case to incorporate such services into their ecosystems.
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Principles Of The
Ideal Ecosystem

These 4 pillars are the principles Capco has
identified as key success factors for the future
of business banking. To achieve these
successfully isn’t easy, however, they are
guidelines to consider as the business matures.

Without these four pillars, a bank reduces its
ability to react to immediate customer needs
and as a result, reduces its insulation to the
increasing threat of disruption.
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FLEXIBILITY

The businesses, technologies, and other
components that make up the ecosystem will need
to be flexible enough to adapt to changing customer
needs, environments, and disruptive technologies.

EXPANDED RELATIONSHIPS

FinTechs and third party service providers are
needed to make a wide array of services available
and accessible to customers.

An Example of the
Principle in Action

Standardized APIs

Standardized APIs ensure the
adoption of industry-wide
technology and security best
practices which help banks scale
and deploy robust solutions.

360° CUSTOMER VIEW

The ecosystem must identify and fulfill every step of
the customer lifecycle.

FEEDBACK PROCESS

A well defined feedback process to measure,
analyze, and improve interactions, usage, and
health of the ecosystem.

Technology Business

Standardized APIs allow for
banks to tap into a larger talent
pool of developers, while
reducing customer and 3rd party
integration costs.



Whv IS N[IW The Time TU Technology is enabling innovation within business banking faster than ever.
I"VBSI‘ In Business Bankingf) Here are the reasons and the roadmap to capitalize on the Paradigm Shift:

05

Future-Proof Your Bank: Banks need to lay technical and business foundations in order to benefit from the
latest tech trends (e.g. Al). This means future-proofing bank infrastructure and updating the profiles/role
descriptions of bank resources.

04

Prepare for Regulatory Changes and International Trends: In Canada, banking regulations have been fairly
financially focused. In Asia and Europe however, there are regulations around faster payments, API frameworks, and
more. Canada will need to prepare for the arrival of these trends soon.

Embrace Industry Innovation: Banks can easily capitalize on industry innovations from both FinTechs and ‘Digital Factories’
by incorporating them within an ecosystem, which will enable synergies to be realized for services that work better together.

02

Mitigate Decreasing Loyalty: In an era where customer loyalty is declining and banking products are seen as commodities, a
business banking ecosystem would insulate banks from attrition and increase overall customer loyalty.

01

Leverage Strong Foundations: Canadian banks benefit from the goodwill and trust of their customers that FinTechs and new entrants
cannot match. Build on these existing strong relationships.

Capco Confidential. © 2018 The Capital Markets Company, N.V. All rights reserved.

Artificial Intelligence, Chatbots, Machine
Learning, Blockchain, and the APl economy
all need an infrastructure to thrivel'

PSD2 is now officially live in the UK/Europel'"]
and the government of Canada is conducting
a review on the benefits of Open Banking

All Canadian banks have begun investing in
'Digital Factories'

36% of North American SMEs plan to change
their primary bank in the next 12 monthst4l

77% Satisfaction Rate by Canadian SMEs!?
Average of 30+ annual visits to branches!'!
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IN GLOSING

For large Financial Services providers, Small and Medium Sized Enterprises (SMEs) have often been in the
awkward position of being too small to be individually catered to, yet too big for a one-size-fits-all approach. While
Canadian banks have historically maintained solid relationships with SMEs through dedicated relationship
managers, the entrance of new FinTechs and the increasing acceptance of new technologies have given SMEs
greater choice. Consequently, banks are now beginning to feel pressure on continuing with the "status quo" for
SMEs.

In response, leaders in banking have come up with various strategies to retain and grow their market share with
SMEs. There have been two main approaches to accomplish this: creating in-house innovation labs and partnering
with existing FinTechs. Regardless, any player who wishes to lead the market will need an effective ecosystem, as
this allows the company’s service offerings and technologies to work together and create synergies. An effective
ecosystem can also provide a single channel for which the customer can access all services, making it easier for
them to consolidate their financial services needs into one space.

By offering more on-demand products where SMEs can experience the convenience, engagement, and
transparency through an easy-to-use interface, incumbents can better position themselves to compete with new
entrants. Additionally, banks can better retain their existing customers, as it would be more difficult for a customer
to leave a platform which already houses a myriad of its services. Therefore, the traditional view of Small-and-
Medium Enterprise Banking will evolve into a technologically-driven form of information exchange and
management, with the relationship management aspect serving as a conduit to achieve this and more.



Glossary

A/P - Accounts Payable or general obligatory short-term liabilities

API - Application Programming Interface, set of definitions and protocols to building application software

Basel lll - Internationally agreed set of measures developed by the Basel Committee on Banking Supervision in response to the financial crisis of 2007-09.
The measures aim to strengthen the regulation, supervision and risk management of banks. (https://www.bis.org/bcbs/basel3.htm)

Basel IV Accord - Proposed standard on capital reserves for banks, to mitigate against the risk of financial crisis

Customer Journey — Complete sum of experiences that customers go through when interacting with the company and brand

E-commerce - Electronic commerce

FinTech - Portmanteau of companies specializing in the emerging financial technology sector

KYC - Know Your Customer, process in which business identifies and verifies its clients to prevent money laundering, fraud, and terrorism funding

0S - Operating system

P2P - Peer to Peer

Paradigm Shift — Concept of fundamental change

POV - Point of view, opinion piece

PSD2 - Payment Services Directive 2, an EU regulation which requires banks to share customers' account information with third-parties, such as FinTechs, if
the customer consents

Scalable Infrastructure — Capability of the system or network to grow and leverage from economies of scale

SME - Small and Medium sized Enterprises

SS0 - Single Sign-On, session and user authentication service that permits user to use one set of login credentials to access multiple applications
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